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MEMORANDUM

DATE: August 21, 2000
TO: Interested Parties
FROM: Frank M. Fitzgerdd

Commissoner of the Office of Financid and Insurance Services

SUBJECT: Find Report and Cetification Regarding the State of Competition in the
Workers  Compensation Insurance Market and Commercia  Liability
Insurance Market

Pursuant to Public Act 8 of 1982 and Public Act 318 of 1986, | am submitting aconsolidated
fina report on the state of compensation in the workers compensation insurance market and
the commercid liability insurance market. The andyses and economic teds of data
peformed snce publication of the preiminary reports (workerS compensation on January
14, 2000 and commercid liability on February 18, 2000) indicate that there have been no
subgtantive changes in the results of such anadyses and economic tests.  Accordingly, | am
adopting the above-referenced preliminary reports as the find reports on the date of
competition in the workers: compensation and commercid ligbility insurance markets.

| am adso submitting my certification as to the presence of workable competition in the
commercid liahility insurance market and the workers: compensation insurance market.



CERTIFICATION OF THE STATE OF
COMPETITION IN THE

WORKERS COMPENSATION INSURANCE MARKET

| hereby certify that, based on the results of the economic tests specified in MCLA
500.2409, a reasonable degree of competition exids a this time in the Michigan workers

compensation insurance market.

ek Tt

Frank M. Fitzgerald
Commissioner of the Office of Financid and
Insurance Services

DATE: August 23, 2000
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MEMORANDUM

DATE: January 14, 2000
TO: Interested Parties
FROM: Frank M. Fitzgerad

Commissioner of Insurance

SUBJECT: Preliminary Report and Certification Regarding the
State of Competition in the Workers Compensation Insurance Market

Attached is a copy of the prdiminary report on the date of competition in the workers
compensation insurance market and my certification as to the presence of workable competition
in the market during 1999.

This report and certification were prepared in accordance with the requirements of Section 2409
of the Insurance Code, MCLA 500.2409.

Attachment
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EXECUTIVE SUMMARY

Pursuant to Public Act 8 of 1982, this preiminary report reviews and determines the date of
competition in the workers compensation insurance market in Michigan for 1999. Its purpose is to
determine if the open competitive rating system has alowed adequate competition to keep workers
compensation insurance avalable a premium leveds which ae not excessve, inadequate nor
unfairly discriminatory. Generally accepted economic tests were used to determine whether current
market structure, conduct and performance are conducive to workable competition.

Based on andyss of the data used in this report, the market structure is conducive to workable
competition. No single company or group of companies controls the market. More than 100 insurer
groups are operating in Michigan. Concentration in the market has been stable or declining since
1986 and is not a a level of concern. Market Structure data show an insurance line that has low
concentration. Concentration as measured by the top four, eight and twenty insurers and the more
sophigticated Hershmann-Herfindahl indices dl indicate an unconcentrated market. Producers are
continudly entering and exiting the market creating a hedthy turnover of competitors.

The Compensation Advisory Organization of Michigan (CAOM) tedtified a a public hearing held
on November 17, 1999 and provided evidence that competition exists in the workers compensation
market. They indicated that 1999 is the sixth year in a row al measures of market share in the
assgned risk facility are down. CAOM asserted that the assigned risk facility continues to be
dominated by a few unique firms tha have dassfications with expensve federdly mandated
benefits and/or dangerous occupations. They provided severa additiond indicators of competition:
low industry concentration, no carier with grester than a 15 percent market share, declining
manud and standard rates, sgnificant disparity in observed rates and increases in the numbers of
carierswriting in the market.

Market conduct data show that there is dgnificant variation in raes within cassficaions which
suggests that rates are not being fixed. Employers should be able to improve their insurance costs
by shopping around. Average rate levels have been declining consderably s$nce 1991, even in the
face of reduced profitability in the market in 1991 and 1992. This was partidly due to increasng
use of large deductible policies. Since 1994 rate levels have falen due to competitive pressures
with rates declining more in 1996 than in any year snce the initiation of competition. Rates
continued to fal through the end of 1999. Although pure premiums indications for 2000 are down
2.7 percent, filed rates to-date in 2000 have been mixed with increases and decreases. Thus, 2000
could be aturning point for this soft market.

Even with these tremendous compstitive pressures, measures of insurer profitability have been
high the last five years. Insurers loss ratios for the period 1994 to 1998 are at the lowest leve
since 1982. The ratios could be low due to increased profitability or to optimism over the expected
costs of incurred clams. However, loss ratios are most probably low due to the release of reserves
as a result of better than anticipated loss experience for older clams due to lower than expected
indemnity and medicd costs. The &bility of insurers to continue to lower prices based upon monies
avallable from the release of reserves cannot continue indefinitely.

The Nationd Association of Insurance Commissoners measures of insurer profitability are dso
quite high for the period 1994 to 1997. Their report for 1998 has not arrived as of this date. The



NAIC profitability numbers use loss ratios as a bass. As a reault, the profitability numbers could
be high for the same reasons loss ratios are low. Since 1994 there has been a string of low loss
ratios beginning with 59.6 percent, trending to a low of 45.6 percent in 1997 and risng to 61.5
percent in 1998. Profits on insurance transactions has analogoudy been high, darting with 22.5
percent in 1994, hitting a high at 27.6 percent in 1995 and faling off to 254 and 23.2 percent in
1996 and 1997 respectively. Based on the latest rate filings market prices may have dabilized,
perhaps as the result of the trend toward lower profits.

Impact of the Underwriting Cycle

The data on market conditions indicate that the workers compensation insurance market has
continued its softening phase through the end of 1999. The most recent hard market phase of 1990
to 1991, while dlowing a redoraion of insurer profitability, was mild compared to the unusudly
hard market of 1985 to 1987. Overdl, average rates paid by employers rose 11, 15 and 7 percent in
the earlier hard market and were up only two and 3 percent in the latter. Indicators of improved
profitability, including statewide loss ratios and profit on insurance transaction ratios in 1993, were
precursors of the softer turn in the insurance underwriting cycle.

Premium rates responded as insurers competed for market $are, evidenced by a downward trend
in premium rae filings dating in 1994. Ovedl, average premium rates pad have trended
downward since 1991 through the end of 1999. An end to the softer phase of the cycle could occur
when excess reserves are depleted and insurers must maintain rates to adequate to cover current
anticipated clams costs without the cushion of released reserves.

As mentioned earlier, measures of insurance availability have been improving in each of the last
sx years, padlding the softening market data with respect to rates. Participation in the placement
facility increased after 1990 and pesked in 1992. The 1993 and subsequent data show that efforts
to depopulate the facility have been generdly effective dthough less so for smadler businesses.

Data on the digtribution of rates show a variation in the manud rates paid by employers in the same
classfication. Since 1992, rate digparities have tended to decrease with a reduction in the
difference between high and low rates. However, it gppears that rates have become more evenly
disbursed between the highs and lows. This variaion suggests that some businesses may pay a
higher premium for ther insurance than necessary and that many employers could save on
premiums were they to shop more. Price comparisons are available from insurance agencies at no
cost other than the effort to obtain bids. We have observed that the open competitive environment
has alowed employers who shop for coverage to find competitively priced insurance.

Condlusons

The overdl evidence indicaies that there is a reasonable degree of competition in the Michigan
workers compensation insurance market. The current pattern of rate decreases and decreased
assigned risk budness indicates continued softening of the market in 1999. In spite of rate
decreases, insurers profitability has improved sgnificantly. Despite decreased overdl assigned
risk busness, smdler busnesses have not reduced their assgned risk participation as much as
larger ones. For these reasons, the Bureau will continue monitoring rate levels and insurance
avallability as well asrate adequacy and insurer solvency.



. BACKGROUND

In 1982, the Legidature passed Public Acts 7 and 8, which established a competitive regulatory
environment for workers compensation insurance. These acts rely on price competition as the principa
regulator of rates. The legidation creates and maintains market conditions conducive to competition by:

@ Allowing insurerstofileratesand use themwithout first recaiving gpprovd fromthe
insurance commissioner.

2 Prohibiting cartd rate filings and abolishing rating bureaus.

3 Allowing insurers to share only untrended loss cost information needed to make
pricing decisons.
4 Prohibiting insurers from requiring the purchase of other types of insurance as a

condition for obtaining workers compensation insurance,

This approach to regulation requires monitoring the degree of competition in workers compensation
insurance markets to ensure that it is sufficient to prevent prices from risng above the level necessary to
provideafair rate of return oninvestment to cost efficient insurers. Thelegidation directsthe commissoner
to annualy evauate the state of competition using relevant economic tests,

Theory of Compstition

According to economic theory, an indudtry is perfectly competitive only when the number of firmssdling a
homogeneous commodity is S0 large, and each individud firm's share of the market is so amdl, tha no
individud firm is able to affect the price of the commodity. In addition, perfect competition requires that
there be no barriers to the entry of new firms and that resources be perfectly mobile in and out of the
industry. Buyers and sdllers must be fully informed about market conditions.

The long-run equilibrium outcome of a competitive market possesses three desirable properties. The
fallowing properties imply that a competitive market will obtain an optimal alocation of resources:

@ The cogt of producing the last unit of output -- the margina cost -- isequd tothe
price paid by consumers for that unit.

2 AEXcess' profits will be absent. Investors will receive a return just sufficient to
induce them to maintain their investment a the level required to produce the
indudtry’s equilibrium output efficiently.



3 Each firm will be producing a an output level where its average cost will be at a
minimum.

Of course, the conditionsfor perfect competition areided. Wewould never expect to find these conditions
completely satisfied in the red world. For this reason, the concept of workable competition has been
developed as a stlandard by which we evaluate actua markets. A market could be considered workably
competitive when it reasonably approaches the structural, conduct, and performance characteristics of
perfect competition. It is workable competition which we expect to be present in the workers
compensation insurance market.

Market structure encompasses the number of buyers and sdlers and their size didtribution, the height of
barriers to entry into the market, cost structures, the character of buyer and sdler information, and the
degree of product differentiation. Market conduct covers the actua behavior of firmsin pricing, setting
output leves, product design, advertisng, innovation, and capitd investment. Market performancerefersto
price, profit, and output levels, the degree of cost efficiency, and the rate of technologica progress.

Whilethe above conditionsfor perfect and workable competition are stated in Satic terms, the underwriting
cycle is dso an important factor in the short-term performance of the property and ligbility insurance
indugtry. The cycle is characterized by successve periods of increasing and diminishing competition.
Compsetitive or "soft" markets are characterized by fdling rates, increased availability, growing lossratios,
and diminished surplus. These conditions eventudly force lossratios to critical levels causing insurersto
rasetheir rates and reduce their volume, which ultimately restorestheir profitability and their surplus. This
Stuation then spurs another round of price cutting which perpetuates the cycle.

Current dataindicate that thismarket has been experiencing the softer phase of the underwriting cycle. This
soft market is reflected severd ways. The pure premium indications for 1995 through the year 2000 are
negative. Ratefilings since 1994 have amogt dl been for decreases. However, ratefilings for 2000 have
been mixed between increases and decreases— indicative, perhaps of the end of market softening. Average
observed premium rates have fallen snce 1992. All measures of overal market share of the assgned risk
facility are down each year Snce 1993. These positive resultsfollow afive-year period of improved insurer
profitability as measured by lossratiosin 1993 through 1998 and by profits on insurance transactionsfrom
1993 to 1997.

Given the uncertainties of the underwriting cycle, the status of competition in the Michigan workers
compensation insurance market must be evauated in a long-term context. Short-term increasesin rate
levels and profitability do not necessarily indicate alack of competition if rates previoudy have not been
aufficient to cover costs. A lack of competition would beindicated by asustained period of excessiverates
with no movement back to reasonable levels. The evidence in this report indicates that the market for
workers compensation insurance continuesto suffer the swings of theunderwriting cycle. After ardaively
mild hard phase, the market began to soften in 1994 and has continued to be soft through 1999. Based on
filed rates, the end to market softness could occur during 2000. Competition has resulted in lowered rates
subsequent to improvements in insurer profitability. It has be found that premium rates have been neither
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excessve nor inadequate since the beginning of more open competition in 1982.

Statutory Criteriafor Competition

Under Section 2409(3) of the Insurance Code, the commissioner must use the following economic testsin
making a determination about the state of competition in the workers compensation insurance market:

@ The extent to which any insurer controls dl or a portion of the worker's
compensation insurance market. With respect to competition on astatewidebass,
aninsurer shal not be considered to control the worker'scompensation insurance
market unless it has more than a 15% market share. In making a determination
under thissubdivision, the commissioner shdl usedl insurersinthisgtate, including
sf-insurers, group self-insurers as defined in chapter 65, and insurerswriting risks
under the placement facility created in chapter 23 asabase for caculating market
share.

(b) Whether thetotal number of companieswriting workers compensation insurancein
Michigan is sufficient to provide multiple options to employers.

(© The digparity among workers compensation insurance rates and classificationsto
the extent that such classficationsresult in rate differentias.

(d) Theavailability of workers compensation insurance to employersin al geographic
areas and dl types of businesses.

(e The residua market share.

® The overdl rae leve, which is to be not excessive, inadequate or unfairly
discriminatory.

(o)) Any other factors the commissioner consders relevant.

Discusson of the Amended Section 2409(3)(a)

Theinduson of the saf-insured market and the assigned risk market is both conceptually and empiricaly
problematic. With respect to the 15 percent market share measure for the current report there is no
messure of premiums for sdf-insurers. Therefore, it isnot possbleto caculate the amended market share
measure.

Indl previouseditionsof thisreport and inthiscurrent report, the concentration measuresdo not containan
adjustment to take into account the segment of the market whichis sdf-insured. The economic study of
markets requires information on both buyers and sdlerswho participate in such markets. If thepriceof a
good or serviceistoo high reative to abuyer's demand schedule he or shewill not purchasein the market.
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Thiswill occur in any market as potentia buyerswill seek either chegper substitutes or produce the product
or service themselves.

For example, individuals may wish to purchase the check writing privileges banks provide. If the cost of
writing checksistoo high, individudswill either writefewer checks or avoid buying thisservice. They may
opt ingtead to carry more cash in their pockets for transaction purposes. When examining the market for
banking services for the market power that higher concentration may dlow, the fact that individuas are
carrying more cash isnot a cons deration which would reduce the regulator's concern. Rather, thefact that
individudsare carrying more money may beindicative thet the price for banking servicesistoo high because
the excessive concentration of banking servicesalows bankersto raise the price of banking services above
the price that the service is worth to prospective customers.

The banking example is andogous to what might occur in the insurance market. A grester share of the
market going to sef-insurance could be indicative of aperception by insureds that premiums are too high.
These perceptions could be mistaken if the reason for the high pricesisthe high cost of resolving liability
damsthat is not redized by those opting for sdf- insurance. The perception that premiums are too high
could o be dueto redized market inefficiencies. Employersopting to salf-insuretake therisk of not only
having incorrect perceptions with regard to cogts, but aso of being forced into the placement facility if they
returnto theinsurance market. Notwithstanding theserisks, asignificant number of employersare currently
sdf-insured. Whether perceptions about high premiums are right or wrong, agreater share going to self-
insurance does not bode well for competition.

Thislogic leads usto the conclusion that when the concentration of an insurance market isbeing examined,
sdf-insurance should be left out of the calculations.

For smilar reasons, the assigned risks associated with the placement facility should probably be excluded
from market concentration measures used for regulatory purposes. Premiums for such assgned business
are predetermined by formula, the business is reinsured and purchasing decisons are made by the
assgnment of 16 and two-thirds percent of premium to each of the Six assigned risk carriers. Therefore,
such placement facility business haslittle or no connection with the voluntary insurance market for workers

compensation.

The problems associ ated with the amendments to Section 2409(3)(a) leave the Bureau in aquandary asto
how to interpret what it must do with respect to this concentration measure. Inasmuch as the 15 percent
figure was somewhat arbitrarily chosenin thefirst place, the Legidature could have smply raised thefigure
toahigher levd. Theonly figuresavailableto the Bureau with respect to sdlf-insureds areindemnity losses
(no medical losses) that are reported by self-insurersto the Bureau of Workers: Disability Compensation,
the number of companies sdf-insured, and estimates of the number of employees covered. If the
concentration limit of 15 percent were smply raised by the proportion of indemnity losses atributable to
sdf-insureds, 42-43 percent in recent years, then the limit would be raised to 21 or 22 percent. It is
suggested that the L egidature amend Section 2409(3)(a) to return it to the former language, substituting 21
or 22 percent for the 15 percent limit.
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In the absence of some acceptable measure of self-insuredsor guiding legidation, the Bureau will utilizethe
market share measure as one indicator of competition that in and of itsdlf is not asufficient condition for a
finding of market control.

Requlatory Criteriafor Competition

In addition to these testsin MCLA 500.2409, standards for judging the adequacy of competition are dso
contained in Adminigtrative Rule 500.1205(2) which provides that a determination regarding the existence
of areasonable degree of competition must give due condderation to dl of the following:

@ The relevant market for the coverage or the type of insurance to which the rate
applies.

(b) The number of insurers and the number of sdf-insurersactively engaged inwriting
or providing the coverage or type of insurance in the relevant market.

(© Thedidribution of ratesand market sharesfor such insurersin therelevant market.
Market shares may be measured either by premiums or exposures.

(d) Past and progpective trendsin the avail ability of coverage and coverage optionsfor
insurance of that type in the rdevant market.

(e Profits attributable to insurance of that type in relaion to the profitability of other
types of insurance, to the uncertainty of lossfor that and other types of insurance,
and to the amount of capital and surplus funds avallable to support premium
writings for that and other types of insurance.

® The ability and potentid for firms to enter and exit the rdevant market and for
financd capitd and surplus funds to be alocated to and to be removed from the
relevant market.

This is the seventeenth preliminary commissioner’s report on the state of competition in the workers
compensation insurance market as required by the Public Act 8 of 1982. Thefind reports for 1992 and
1993 noted evidence of aharder market, but noted that the underwriting cycle had not swung as severely as
inthe 1985-1987 period. Find reportsfor 1993 through 1998 provided evidence of market softening. All
these reports indicated that premium rates did not rise excessvely in hard markets and that insurance
avalability has been excdlent. All previous reports have concluded that the workers compensation
insurance market is reasonably competitive.

The data used in this report comes primarily from reports provided to the commissioner by the designated
advisory organization, the Compensation Advisory Organization of Michigan (CAOM), asrequired by R
500.1359. A public hearing addressing the issue of competition in the workers compensation insurance
market was held on November 17, 1999. Information and testimony gathered from that hearing was dso



used in preparing this report.

Theremainder of thereport isorganized into four sections. Thefirst section analyzes market structure. The
second and third sections examine market conduct and performance respectively. Each section will evauate
whether current conditions are consstent with what one would expect to find in aworkably competitive
market. Thefind section provides conclusions with respect to the status of competition.

1. MARKET STRUCTURE

Thefirgt two economic tests for competition contained in MCLA 500.2409(3) dedl with market structure.
For caendar years since 1995, they are:

@ The extent to which any insurer controls al or a portion of the worker's compensation
insurance market. With respect to competition on astatewidebasis, aninsurer shdl not be
considered to control the worker's compensation insurance market unlessit has morethan
a15% market share. In making adetermination under this subdivision, the commissoner
shdl use dl insurers in this date, induding sdf-insurers, group self-insurers as defined in
chapter 65, and insurerswriting risks under the placement facility created in chapter 23asa
base for caculating market share.

(b) Whether the total number of companies writing workers compensation insurance in this
date is sufficient to provide multiple options to employers.

Size and Number of Insurers

Exhibits 1(a) and 1(b) identify the thirty leading workers compensation insurance carriers and affiliated
insurer groups for calendar year 1999 and show their market shares in terms of written premium for the
even years 1982 through 1998.* Insurer group market shares are evaluated here because they are more
relevant when assessng competition since carrierswithin agroup are under common control and henceare
not likely to compete with each other.

Exhibits 1(a) and 1(b) from thisand prior reports reved that no company or group had amarket share in
excess of 15 percent in any year other than 1989, 1990, and 1993. Vaiable time lags

"Market shares for 1999 are based on total estimated annual premium as provided by CAOM. Market shares based on
total estimated annual premium may vary from those based on either final audited premium or premium reported on page
14 of the annual statement.
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Exhibit 1(a)
Voluntary Market Shares for the 30 Leading Carriers*

1982 - 1999

Premiums Market Sum
Written  Shares Market Percentage Market Share For Given Calendar Y ear

Carrier Names 1999* 1999 Shares 1998 1996 1994 1992 1990 1938 19386 1934 1932
Accident Fund of Michigan 89804 1418 1418 116 122 14: 146 169 14t 132 51 34
Citizens Insurance Co of Am 51,308 810 2228 72 85 97 98 81 77 61 36 4C
Frankenmuth Mutual Ins Co 28089 444 2672 35 34 3 20 11 1z 11 07 OEf
Auto-Owners Insurance Co 18845 298 2070 28 33 2& 22 15 1€ 12 11 1:
Liberty Mutual Firelns Co 18214 288 3258 36 39 5z 68 70 8t 86 68 62
Amerisure Insurance Co 15940 252 3H10 28 23 2C 20 18 1t 11 17 1€
Valley Forge Insurance Co 14720 232 3742 27 11 0C 01 00 OC 01 01 o0z

Hastings Mutual Insurance Co 14268 225 3967 20 18 2 18 12 07 06 06 07
Cincinnati Casuaty Company 10008 158 4125 14 12 11 07 0.2 - -
Transcontinental Insurance Co 9,362 148 4273 18 24 1¢ 10 10 0& 02 08 0z

Firemans Fund Insurance Co 9058 143 4416 12 08 0€ 02 00 01 02 06 04
Farm Bureau Gen Ins Co of Ml 8564 135 4551 13 13 1:& - - - - - -
Fremont Casualty Ins Co 7432 117 4668 08 - - - - - - -
Connecticut Indemnity Co 7068 112 478 14 06 O0: 04 00 01 00 -
American Comp Ins Co 7048 111 4891 11 - - - - - - -

L ake States Insurance Co 6,787 107 4998 11 15 1C 05 - 0z 0O

American States Insurance Co 6552 103 51010 08 O08 o0& 11 11 1C O6 O5 o4
M1 Physicians Mutual Liab Co 6371 101 5202 08 02 O0C - - - - - -
Phoenix Insurance Company 6342 100 5302 10 05 01 - 00 01 00 00 o012
L egion Insurance Company 6328 100 5402 07 06 0z 01 03 o012 - - -
Fremont Indemnity Company 6059 096 5498 08 15 0C - - oc - -

Insurance Co of the State of PA 5970 094 5592 22 18 07 05 02 07 05 01 01
Westfield Insurance Company 586 092 5684 09 08 0€ 04 02 01 01 02 0z
Michigan Mutua Insurance Co 5666 08 5773 12 21 27 28 31 3& 43 59 4¢€

Liberty Insurance Corporation 5521 08 5860 10 09 1C 08 06 1C 14 01 -
State Farm Fire & Casualty Co 5164 08 542 07 07 07 07 05 0t 05 04 04
Star Insurance Company 5133 081 6023 08 08 0 10 O5 0Ot o4 - -
Fremont Compensation Ins Co 5009 079 6102 00 - - - - - - - -
American Home Assurance Co 5000 079 618 02 03 01 01 00 01 01 00 OoOcC
Farm Bureau Mut Ins Co of Ml 480 07/ 6258 08 07 0€ 17 10 o0& 08 08 O¢

*1999 data through October 17, 1999, premium datain $1,000s.

1982 - 1997 market shares based on standard premium obtained from unit statistical reports or policy declarationsfiled by
insurers.

1998 - 1999 market shares based on standard premium obtained from policy declarations filed by insurers.



Group Names

Accident Fund of Michigan
Allmerica Group
CNA Insurance Group

Exhibit 1(b)

Voluntary Market Shares for the 30 Leading Groups*

Premiums Market Sum

1982 - 1999

Percentage Market Share For Given Calendar Y ear

Liberty Mutual Insurance Cos 29,559

Frankenmuth Mutual Ins Co
Auto-Owners Group
Amerisure Companies
Travelersins Group
American Int'l Group
William Life Ins Group
Hartford Fire & Cas Group
Fireman's Fund Group
Fremont Genera Group
Orion Group, Inc

Hastings Mutual Ins Comp
Cincinnati Financial CP
Michigan Farm Bureau
Nationwide Corporation
Kemper Insurance Co Group
Zurich-American Ins Cos
Chubb & Son Inc

St. Paul Companies
Reliance Group, Inc
Westfield Companies
American Comp Ins Grp
American Community Group
MI Physicians Mutual Liab
L egion Insurance Company
Netherlands Ins Companies
StateFarm - 1L

* 1999 data through October 17, 1999, premium datain $1,000s.

Written  Shares Market
1999*

89,804 1418 1418 116 12z 143 14€
51,633 815 2233 73 8€ 98 9¢
36,632 578 2811 66 6 65 52
467 3278 57 57 70 8E

28089 444 3722 35 34 33 2C
23087 365 4087 32 3: 28 22
21,607 341 4428 40 4: 48 A€
18898 298 4726 39 1¢ 24 1€
17983 283 5009 36 34 19 3¢
17029 269 5278 22 0& 08 OF
16614 263 5541 27 2Z 28 2¢&
15025 237 5778 21 17 17 1¢g
14901 235 6013 24 1t 00 OC
14697 232 6245 26 1€ 12 04
14269 225 6470 20 1& 20 1¢g
14101 223 6693 19 1€ 14 1C
13424 212 6905 21 1¢ 19 17
11517 182 7087 22 2C 22 2E
11447 180 7267 22 2z 17 34
11339 178 7445 34 3z 21 17
10301 163 7608 23 1¢ 13 1z
9730 154 7762 09 O0& 06 O0F
9703 153 7915 14 1 13 1C
7222 114 829 11 0¢ 08 07
7048 111 8140 11 - - -
6,787 107 8247 11 1t 10 OF
6371 101 8348 08 0z 00 -
6328 100 8448 07 0€ 03 01
5204 082 8530 08 0& 10 12
5164 082 8612 07 07 07 07

1999 Shares 1998 1996 1994 1992 1990 1988 1986 1984 1982

169 14t
82 7¢&
60 6.7
79 9¢
11 1z
15 1¢
49  5:&
26 27
49 34
02 0z
43 3E
09 0.7
00 oOc
00 01
12 07
06 0¢
10 O¢
24 3C
36 24
16 17
09 0¢
08 0f
15 1cC
03 0z
00 0z
03 01
11 11
05 O0f

132
6.1
47

104
11
12
54
3.6
27
0.2
41
0.8
0.0
0.6
0.6
0.8
40
19
0.9
15
0.7
0.6
0.2
0.0

0.8
05

51
36
44
7.3
0.7
11
76
4.9
16
03
43
33
0.0
0.6
04
0.8
0.2
17
19
11
16
10
03

08
05

34
41
3¢
7.
0t
1z
6.4
51
0.z
0.2
3£
3.3

0t

1982 - 1997 market shares based on standard premium obtained from unit statistical reports or policy declarationsfiled by

insurers.

1998 - 1999 market shares based on standard premium obtained from policy declarations filed by insurers.
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between companies in reporting data to CAOM result in biases in measures of market concentration.
Larger, locd insurers, especidly The Accident Fund, tend to report datamuch more quickly. The ultimate
share of The Accident Fund exceeded 15 percent in 1989, 1990, and 1993, but The Accident Fund had
been explicitly exempted from the 15 percent Satutory limit on any one company's sharethrough to itspoint
of sale, which was at the end of 1994.

In earlier years the Fund's ultimate market share has typicaly retreated severa points from preliminary
esimated levelstofal below 15 percent when thefina figuresare determined. Over the period from 1990
to 1993 preiminary Fund figures were estimated to be 21.7, 20.5, 18.3, and 18.8 percent respectively.
The corresponding final numberswere determined to be 16.9, 14.5, 14.6, and 15.1 percent, indicating an
average retreat of 4.6 percent. As expected the Fund's market shares in 1994 and 1995 which, on a
preiminary basis, were 18.5 and 16.9 percent respectively, retreated back to less than the 15 percent
market share using the market share of premium measure.

A review of market share datashowsthat between 1989 and 1999, Michigan domiciled insurers expanded
their market shares. Michigan based companies had five positions of the top twenty insurance companiesin
1989 and peaked with tenin 1995 and currently have nineinthe 1999 data. Michigan based carriersinthe
top twenty expanded their market share by 7.4 percent from 1989 to 1999, from 30.5 to 37.9 percent.
The Accident Fund has continued to be the largest insurer.

Giventhisevidence, it may beasserted that no insurer controlstheworkers compensation insurance market
according to the criterion contained in MCLA 500.2409(3).

Although higher concentration is generaly associated with less competition, neither economic theory nor
experience, establish a critical level of concentration for the inhibition of competition or the onset of

oligopaly in any particular industry. Exhibit 2 presents concentration ratios or the combined market shares
for thetop four, eight, and twenty carriers and groups for 1980 through 1999. Therewasagradua risng
trend in these concentration measures from 1982 through 1990. Company and group data subsequent to
1990 show atrend of decreasing concentration through 1998. The preiminary datashow asmdl increasein
these measuresin 1999. Generdly accepted economic analysiswould consider the group datain Exhibit 2
to portray a reatively unconcentrated market probably not subject to oligopolistic behavior. Besides
concentration measures, evauators must aso review other tests and dtatistics prior to concluding that
monopolistic behavior exigs.

The merger guiddines used by the U.S. Justice Department employ a more sophisticated concentration
measure caled the Herfindahl- Hirschman Index or "H-Index." The H-Index is cd culated by squaring the
market share of each firm within an industry and summing acrossdl firms. Animportant characterigtic of the
H-Index isthat, by squaring the market share of each firm, it weighslarger sdlersmore heavily. To provide
some perspective, anindustry with 100 firms, each with a1 percent share of the market, would generate an
H-Index vaue of 100 while anindustry with only one sdler would generate the maximum possible H- Index
vaue of 10,000. Under the Justice Department guiddines, amarket with an H-Index of lessthan 1,000is
considered to be unconcentrated and merger in such a market is unlikely to encounter oppostion. A
market with an H-Index of between 1,000 and 1,800 is considered to be moderately concentrated, but
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other evidence of restricted competition would be necessary before a merger in such amarket would be
opposed.

Exhibit 2
Combined Market Shares
1980 - 1999
Market Share Top 4 Market Share Top 8 Market Share Top 20
Year Company  Group Company  Group Company  Group
1980 213 25.6 334 431 56.3 72.8
1981 219 25.8 34.6 432 57.2 74.1
1982 188 236 311 4.2 54.1 67.7
1983 193 24.6 322 23 53.3 67.1
1984 218 255 337 432 51.7 69.8
1985 249 294 367 475 56.0 73.9
1986 322 35.2 428 522 61.0 771
1987 349 37.3 453 54.6 61.1 715
1988 34.8 387 454 544 62.5 76.9
1989 341 379 443 534 62.6 75.7
1990 36.6 3091 499 57.8 67.7 79.9
1991 36.4 38.6 497 56.6 67.2 78.8
1992 362 38.2 46.3 544 63.8 75.8
1993 336 370 436 53.0 60.7 75.7
1994 326 37.7 434 549 59.6 75.0
1995 30.6 34.0 41.8 497 59.1 75.6
1996 281 331 395 50.0 57.2 754
1997 26.8 323 374 46.8 54.1 75.1
1998 259 31.2 36.4 461 52.9 75.3
1999 20.7 328 39.7 473 54.0 745

1980-81 market shares based on manual premium obtained from unit statistical reports
filed by insurers.

1982-97 market shares based on standard premium obtained from unit statistical reports
or policy declarationsfiled by insurers.

1998-99 market shares based on total estimated annual premium obtained from policy
declarationsfiled by insurers.

Source of Data: Compensation Advisory Organization of Michigan

Exhibit 3 presents H-1ndex va uesfor the Michigan workers compensation insuranceindustry calculated on
both anindividua carrier and group basisfor 1980 through 1999. The highest value on the exhibit of 601.3
for groupsin 1990 is only 60 percent of the minimum level that the Justice Department has established for
"moderate’ concentration. This figure includes the share of The Accident Fund which is dmogt solely
respongble for the jump in the H-index for groups from 1982 through 1990. The H-Index grew over 8
percent per year from 326.5in 1982 to0 546.0in 1987, leveled off for two years, peaked againin 1990 and
trended downward through 1998. Again, the preliminary data for 1999 show a smdl increases in
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concentration.

Theincreases of market concentration caused some concern as the concentration peaked in 1990. Most of
the changesin concentration can be explained by the changesin the market share held by

Exhibit 3

Herfindahl - Hirschman Index*

1980 - 1999
Company H-Index Group H-Index
Year With A-Fund W/O A -Fund With A-Fund W/O A -Fund
1980 2286 NA 3475 NA
1981 2381 NA 359.8 NA
1982 212.3 215.2 3265 3375
1983 2084 2085 355.3 368.1
1984 219.1 214.8 353.0 363.2
1985 265.6 2156 399.9 379.3
1986 3815 2741 502.2 4344
1987 4384 308.6 546.0 456.2
1988 433.2 306.7 540.8 4537
1989 4375 2915 5334 4244
1990 510.3 325.3 601.3 457.1
1991 467.4 350.9 553.7 469.0
1992 4485 322.2 538.1 4451
1993 437.0 2838.6 5225 407.3
194 411.7 280.7 5124 4180
1995 3712 267.7 477.3 407.8
1996 3317 2364 452.6 393.3
1997 304.7 2075 4251 364.8
1998 287.1 1953 407.6 351.2
1999 360.9 216.9 453.9 346.1

Where: And:

S isthei'th company's or group's share of market

n
H-Index = E S2  premiumsin percentage terms.
-1 n is number of companies or groups.

1980-81 market shares based on manual premium obtained from unit statistical reportsfiled by insurers.

1982-97 market shares based on standard premium obtained from unit statistical reportsfiled by insurers.

1998-99 market shares based on total estimated annual premium obtained from policy declarationsfiled by insurers.
Source of Data: Compensation Advisory Organization of Michigan
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The Accident Fund. The H-Indices presented in Exhibit 3 without The Accident Fund (A-Fund) show
dowly rising concentration levels through 1987 and somewhat steedy to diminishing levels subsequent to
1987. Since 1991, the Accident Fund's market share receded each year, probably due to the 37 percent
rate increase in 1991 and increases in subsequent years through 1995 (see Exhibit 6). Rate decreasesin
1996 and 1997 have allowed the Fund to arrest their decline in market share.

A review of preliminary datain Exhibit 4 indicates that 112 groups and 241 companies wrote workers
compensation insurance in 1999. Consdering the data, these numbers indicate that employers had

numerous optionsin terms of sources of workers compensation insurance. There had been some concern
about the trend in the number of insurersinthe market. In 1982, there were 115 groupswith 231 individua

carriers. By 1986, the numbers had shrunk to 100 groups and 225 carriers. Thisshakeout of competitorsis
not surprising considering the contraction in the commercid insurance market in 1985 and 1986. After
bottoming out in 1990, changes have been upward trending and the number of carriers has surpassed the
number in 1982 each year snce 1995. This has occurred in spite of the trend toward consolidation of

insurance groups over the last few years.

Even though no one insurer is large enough to control the Michigan workers compensation insurance
market independently and there are numerous insurers overdl, there is il the question of whether the
industry is concentrated enough among the leading companies to enable them to use price collusion or
otherwise limit their competition.

The evidence would gppear to support the view that competition hasincreased dueto the softening phase of
the underwriting cycle. Furthermore, decreasing concentration in the workers compensation insurance
market aleviates most concerns about the competitiveness of the market. However, other factors to be
examined could adversdly affect competitive behavior.

Exit and Entry

Workable competition requires relatively low barriers to entry into the market. Entry into the Michigan
workers compensation insurance market would seem to be rlaively easy. Studies suggest that entry
barriersinto the property-liability insuranceindustry generdly arenot high. The physicd facilitiesneeded to
produceinsurance are not cond derable and economies of scale gppear to be moderate given the availability
of achegp and reliable source of loss cost information. Thismeansthat smdl carriers can berdatively cost
competitive with larger carriers. The initid investment required for an insurer to begin operations in a
particular state is not inordinately burdensome. Insurers can aso use the same facilities to market severd
lines of insurance which makes it easier to enter any particular line.

In practice, it is difficult to quantify precisaly the height of entry barriers. We can, however, obtain some
indication about entry barriers and competition from the actua rate of entry and exit. It isreasonable to
expect afar leve of entry into and exit out of the workers compensation insurance market if there is
workable competition. Aggressive competition would tend to result in a shake-out of less efficient firms
whilelow entry barrierswould makeit easy for new firmsto comeinto the market. Growth in demand will



also encourage entry.

Exit and entry data for groups in the Michigan workers compensation insurance market are shown in
Exhibit 4. Rates of exit and entry are measured as a percentage of the previous year's groups. There was
sgnificant concern for the effect on market concentration of the downward trend in the number of insurance
groupsfrom 1982 to 1986. From 1990 to 1998 the number of carriers and groupsin the market has been
trending upward, in spite of severa group mergers. The preliminary data, which can be biased on the low
sde, show asmdl decline in the numbers of companies and groupsin 1999. The number of new entrants
into the market provides evidence that the barriers to doing business in Michigan must not be significant

enough to bar entry.

Entries

Year Number Percent*

Exits
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Exhibit 4
Exit and Entry by Groups

1982 - 1999

Number Percent*

Net Change
Number Percent*

1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999

26%
4.5%
2.7%
3.7%
6.0%
3%
1.0%
2.9%
7.1%
4.9%
28%
3.8%
2%
9.8%
10.3%
9.8%
2 1.7%

w s WO NWE MO DAWOW
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* Percent of previousyear’s groups.

1980 - 81 market shares based on manual premium obtained from unit statistical reports filed by insurers.
1982 - 97 market shares based on standard premium obtained from unit statistical reports and policy declarations

filed by insurers.

1998 - 99 market shares based on total estimated annual premium obtained from policy declarationsfiled by insurers.

6.1%
3.6%
6.3%
11.1%
3.0%
3%
1.9%
5.9%
3.0%
19%
4.7%
4.8%
3.9%
5.9%
5.6%
4.5%
6.8%

-35%
0.9%
-3.6%
-14%
3.0%
0.0%
-1.0%
-29%
4.0%
29%
-19%
-1.0%
-1.0%
3.9%
4.7%
54%
-51%

Source of Data: Compensation Advisory Organization of Michigan

Groups  Cariers
Number  Number
115 231
111 232
112 239
108 233
100 225
103 236
103 232
102 227

0 225

103 229
106 234
104 228
103 230
102 237
106 236
112 247
118 247
112 241



14

The figures in Exhibit 4 reved afar anount of entry into and exit out of the industry since 1982. On the
whole, the data show that thereisthree fewer insurer groups operating in the market in 1999 thanin 1982,
thelast year before open competition. Declinesinthe number of insurers and groups occurred between the
initiation of competition and the bottom of the underwriting cyclein 1986. Sincethelow point in 1990 there
has been an upward trend in groups in spite of diminishedinsurer profitability in 1990 through 1992 (to be
discussedin Section V). Thus, the overdl exit and entry pattern would be consistent with low entry barriers
and workable competition.

Congdering al these factors, the structure of the workers compensation insurance market in Michigan
generaly appears to be conducive to competition. With regard to the structurd tests for competition

contained in MCLA 500.2409(3), through 1989 no company or group, including The Accident Fund,

possessed a share of the market in excess of 15 percent for afull year and there are enough insurers to
provide multiple optionsto employers. The Fund's share exceeded 15 percent in 1989, 1990, and 1993.
However, the Fund:=s market share in 1994 through 1998 was less than the 15 percent and hasbeen ona
downward trend since 1990. Overdl, the level of concentration is low enough to permit a reasonable
degree of competition and the level of entry into the market is consstent with a reasonable degree of

comptition.

Subsequent sections examine whether theindustry's conduct and performance follow acompetitive pattern.

. MARKET CONDUCT

According to the Sructure- conduct- performance hypothes's, acompetitive market structureshould resultin
competitive conduct on the part of sdlers. Firms behave competitively when they independently and
aggressively seek business by offering the most favorable termsto buyers that they can profitably present.
Competitive conduct is not cooperative behavior aimed at restricting output and fixing pricesto raise profits.

If workers compensation insurers are behaving competitively, we should see no evidence of ratefixing or
other kinds of agreements or concerted action designed to limit competition. Instead, we should see
evidence that insurers are independently and aggressively seeking business by offering the lowest rates
possible for the kind of coverage and services they are providing.

Testimony given at the public hearing held by the Insurance Bureau on November 17, 1999, and submitted
inwriting generdly indicatesthat the competition in the marketplace has been maintained over thelast year.
Theinformation from thelast few years suggeststhe market isin an extended period of the soft phase of the
underwriting cycle. Over the last Six years the data shown in Exhibit 6 (page 21) indicate filed rates are
retreating, dthough afew insurershaveincreased their manud ratesminimally over thelast couple of years.
Premium rates as presented in Exhibit 7 (pages 23-24), were generdly level from 1987 to 1989, roseto a
pesk in 1991 and have subsequently fallen each year. Actud datafrom 1995 through 1999 for manud rates
show that severd mgor playersinthe market will befollowing the downward direction in pure premiumsfor
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these years presented in Exhibit 8 (page 26). Additiondly, increased use of large deductible policies and
premium discounts have further reduced premiums actudly paid.

Tesimony from the Compensation Advisory Organization of Michigan

The only person to provide oral and written testimony was Mr. Jon Heikkinnen, Vice Presdent of the
Compensation Advisory Organization of Michigan (CAOM). Mr. Heikkinnen presented the year-to-date
industry data that the Data Collection Agency contracts with the CAOM to obtain. He noted that his
datistical comparisons were with year-to-mid- October data from prior years. His testimony highlighted
data supporting the CAOM contention that competition exists in the workers compensation market:

1. Comparing year-to-date (through October 17th) datafor 1999, estimated to be 82 percent
complete, he noted that while voluntary market payroll was up over abillion dollars or about
3 percent, estimated annual premiums decreased by $41 million. Because of theincreased
payroll and decreased premiums, average premium rates per $100 payroll has decreased
over the last year by 12 centsto $1.21.

2. Comparing Smilar data, he mentioned that al indicators of facility market share were down
in 1999. The residud market count of policiesis down by 1,500, the amount of premium
written is down 11 percent and the amount of payroll is down 7 percent. This significant
downward trend in dl facility participation satistics has now lasted Sx years.

3. Mr. Heikkinnerrs testimony was tha the resdua market continues to be dominated by
classifications that are high risk dassifications with federdly mandated benefits combined
with high risk occupations, e.g., Admirdty codes. The number of classfications where the
average assigned risk rate was less than the average voluntary rate, while remaining quite
low, hasincreased from eight in 1998 to eeven in 1999.

4, Asfurther evidence of competition, Mr. Hetkkinnen testified that no company had amarket
share of more than 15 percent. He added that the number of actively writing carriers
increased by X, to 241. The exhibits so showed a ggnificant variaion in rates, implying
that insurers were not conspiring to fix prices.

5. The testimony highlighted the fact that the classfications with the highest percentage of
payroll in the assgned risk facility were those that were unique businesstypes. The CAOM
exhibitsdemongtrated thefact that over thelast severd yearstherehasbeenadowntrendin
policies assgned by the facility indicating improving avaldility.

Given thisinformation the Compensation Advisory Organization of Michigan concluded that competition
exigsin the marketplace.
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Discusson of Market Conduct

The evidence on market conduct indicates the stability of overdl ratesfrom 1987 to 1989 yielded to small
overdl increases from 1990 to 1993. Rates have been downward trending subsequent to 1993.
Compsetition for customers has not only led to decreasing premiums, but dso a lessening of the
restrictiveness of underwriting practices. This will become gpparent in the next section. Insurers have
contended that price competition isstirong as evidenced by theloss of accountsto competitors, diminishing
profit margins and the significant disparity in rates.

Therateincreases of the 1990 to 1993 period led to thereturn to insurer profitability and improved surplus
pogitions (to be discussed in detall below) and is now showing a positive impact on availability. The
amount of policies, payroll and premiumsin the assgned risk facility has declined each year since 1992.
Over the last few years the Bureau has not encountered any employers who have been unable to obtain
quotes for insurance because of tightened availability or more stringent underwriting practices.

The leck of participation by employers in the hearing process provides some evidence that workers
compensation insurance has not been a problem over the last year. No firm testified that it was seeking
coverage but having trouble finding an insurer. The Bureau hasreceived few complaints, but thismay be
due in part to the efforts of the Bureau of Workers Disability Compensation and the Michigan Jobs
Commission in providing information and advice regarding workers compensation insurance.

The variaion in premium rateswithin classifications as presented in Exhibit 5 isindicativetha insurersare
not price-fixing premiumrates. The variaion in premium rates meansthat employersshould continueto be
ableto avoid paying larger premiums by shopping around. Based on the evidence on market conduct, it
would appear that insurance is reasonably available and that there is no indication that insurers market
conduct is not competitive.

V. MARKET PERFORMANCE

According to economic theory, a competitive market will achieve an optima dlocation of resources.
Specificdly, this means that the market price will equa the cost of the last unit of output, each firm will
produce a alevd of output where its average cost is & a minimum, and investors will receive arate of
return just equa to the cost of capital. In effect, a competitive market structure causes firms to behave
competitively, which inturn leadsto "good" market performance. If the Michigan workers compensation
insurance market isworkably competitive, its performance should reasonably approach that which would
be achieved under perfect competition.

The remaining tests for competition specified in MCLA 500.2409(3) fal within the scope of market
performance. Again, they are;

(© The disparity among workers compensation insurance rates and classificationsto
the extent that such classficationsresult in rate differentias.
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(d) Theavailability of workers compensation insurance to employersin al geographic
areas and dl types of business.

(e The resdud market share.
@ Theoverdl rateleve whichisnot excessve, inadequate or unfairly discriminatory.

In response to these areas of concern, the remainder of this section will cover in order: the variation in
rates, theleve of raes, the profitability of insurers and the availability of insurance.

Vaiaion in Manud Rates

Data was obtained on the digtribution of manua rates actualy charged on policies written in the 100
largest classfications, onthe basisof payroll in 1999. Exhibit 5 showsthelowest rate charged, the highest
rate charged, and the percentage of policieswritten at ratesin each of fiveequd divisionsbetween thelow
and the high rates. For example, for a classfication with alow rate of $5.00 and ahigh rate of $10.00,
range 1 would include policieswritten &t ratesfrom $5.00 to $6.00, range 2 would cover policieswritten
at rates from $6.00 to $7.00, etc.

Although the pattern of digtribution reveded in Exhibit 5 is generdly skewed towards lower rates, it is
gpparent that a considerable number of policies are till purchased at rates significantly exceeding the
lowest rate. On average, 79 percent of dl policieswere written at rates within the lowest three divisons
of the respective classfications. Mogt policies, 64 percent, werewritten at ratesin thelower-middle and
middleranges. The skewnesstoward|ower rateshasbeen diminishing snce 1995. However themode of

policies remains in the lower-middle range. Rates have become less centrdized inthedidributionwith a
more even disperson of rates snce 1995.

From areview of Exhibit 5, it is gpparent that consderable variation in pricing has continued since the
introduction of open competitiverating in 1983. Thisclearly showsthat the previous practice of uniform
pricing has not continued under open competition. At the same time, however, the fact that employers
with smilar operations have continued to pay such avariety of pricesisamatter of some concern. Inthe
long run, competition should cause pricesfor ahomogeneous commodity to convergearound aleve just
sufficient to enable an efficiently run company to earn afair return on investment. Hereit gppearsto be
the casethat for any given dlassification some employersare paying much higher manud ratesthan others.

Thereare saverd possible explanationsfor thisvariation of prices, which would not imply market failure. It
is possible that variances in manua rates among carriers are substantialy offset by differencesin policies
toward schedule credits, experience rating, premium discounts, and other rating adjustments.
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Exhibit 5
Didtribution of Policies by Manuad Rates- 1999

Percentage of Policies

Class Class Number of High Low By Ranae (Low to High)
Code Description Policies Rate Rate 1 2 3 4
11 Farm-Mkt or Truck 1,609 630 249 62 31 3 3
42 L andscape Gardening 2,674 1004 401 9 43 35 13
129 Dairy/Livstck Farm 1,530 11.72 425 51 29 7 11
2003 Bakeries 483 750 282 4 19 4 3
2157 Beverage Mfqg 16 1725 351 81 6 0 6
2501 Misc Sewing Mfg 235 805 375 20 37 24 16
2790 Pattern/Shoe Mfg 241 2.99 1.07 17 37 23 17
2812 Cabinet Mfg 409 751 212 8 68 15 3
2881 WoodenGoodsAsmbly 270 68 216 4 40 7 3
3076 Metal Goods Assmbly 429 546 208 3 24 43 26
3096 Tool Mfg 597 459 187 15 15 52 14
3113 Tool Mfg-NOC 289 510 231 6 54 16 14
3116 Tool Mfg DiesJigsFx 401 478 190 8 24 48 15
3131 Button& Fastener Mfg 88 700 225 22 52 22 2
3145 Screw Mach Pro Mfg 175 614 229 6 22 47 15
3146 Hdw Mfg-NOC 297 836 248 7 39 35 13
3179 Elec App Mfg-NOC 294 619 263 24 3B 26 9
3400 Metal Goods Mfg-NOC 200 1527 451 15 51 32 2
3628 Machinery Mfg NOC 644 490 195 3 23 B B
3629 Mach Parts Mfg-NOC 917 392 166 1 31 48 16
3632 Machine Shop-NOC 852 857 150 0 11 48 23
3643 Elec Pwr Equip Mfg 192 586 222 23 29 29 13
3681 Tele/Elc-ApprtsMfg 124 604 193 37 46 7 3
3685 Instr Mfg-NOC 193 310 132 5 23 24 39
3724 Apparatus Installtn T4 1376 562 3 16 39 28
3807 Auto Radiator Mfg 12 586 4.05 33 33 25 0
3808 Auto Mfg or Assmbly 66 924 425 23 24 18 20
4239 Fiber Goods Mfg 24 661 325 17 13 38 25
4299 Printing 974 500 178 7 36 42 13
4361 Photographer 393 179 068 6 23 46 10
4410 Rubber Goods Mfg 103 961 348 9 25 19 42
4459 Plastics Mfg-Basic 136 661 308 15 26 29 20
4484 Molded Plastics Mfg 403 1091 293 18 39 30 11
4511 Analytical Chemist 1,058 230 073 5 21 4 11
4611 Drug & Rx Preparation o1} 219 100 12 27 29 18
4829 Acid Mfg 36 529 062 61 3 6 6
5022 Masonry Erection 1,128 30.46 850 22 7 1 0
5183 Plumbing Instl& Serv 2,087 896 362 11 51 33 4
5190 Elec Wiring Instltn 2,030 655 252 28 36 29 2
5191 Office Mach Instl 1,419 257 088 3 383 4 8
5221 ConcreteWork Floors 2,086 1909 671 55 14 1 0
5403 Carpentry-NOC 1,017 2675 7.9 19 72 9 0
5437 Carpentry-finishwrk 2,082 1122 425 3 24 63 9
5445 Wallboard Instltn 874 1225 507 2 11 52 32
5476 Painting/Papering 1,762 1914 793 12 7 9 2
5538 ShtmtlWrkErctn-NOC 833 1169 482 16 18 38 14
5550 Heating & AC Instltn 694 992 476 69 27 3 2
5606 ExecSupervsr Constr 2,040 507 181 4 35 44 17
5645 Carpentry-Detached 5475 1669 6.98 2 56 35 7
6217 Excavation-NOC 1,669 1598 6.05 21 49 21 6

Source of Data: Compensation Advisory Organization of Michigan
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Exhibit 5 - Continued

Didribution of Policies by Manud Rates- 1999

Percentage of Policies

Class Class Number of High Low By Ranae (Low to High)
Code Description Policies Rate Rate 1 2 3 4 5
6504 Processed Food Mfa 75 700 250 29 32 16 16 7
7208 Drivers- Trckng NOC 880 2125 688 26 29 40 2 3
7219 Trckng NOC- No Drvr 327 1975 582 15 59 14 3 9
7230 Parcel Ddlivery 2 9090 424 23 18 9 0 50
7380 DriversNOC 8963 1069 354 7 35 53 4 0
7600 Elec Line Stringing 214 815 251 10 38 4 10 2
7610 Radio/TV Bdcstng 312 118 038 3 30 33 20 9
7720 Police Officers 468 649 210 8 14 4 70 4
8006 Retail Grocery 1,130 503 179 7 3 58 2 0
8008 RetlClothing Store 1,017 193 073 5 27 51 14 3
8010 Hardware Store 3,280 287 095 5 50 37 7 1
8013 Store-Jewelry 465 098 040 8 42 29 17 4
8017 Retail Store-NOC 8,923 320 087 7 56 36 0 0
8018 WholesaleStore-NOC 896 837 276 5 3# 40 19 2
8033 Supermarket 814 548 170 29 59 7 5 1
8039 Department Store 39 310 131 21 36 26 5 13
8044 Furniture Store 456 468 175 16 4 31 8 1
8059 Contract Packaging 235 831 280 31 27 13 24 5
8106 Iron/Steel Merchant 160 149 379 4 3B 15 1 2
8107 Machine DIr Oil Well 265 812 231 9 42 41 7 1
8227 Contractor's Y ard 1,419 627 249 1 24 42 21 12
8232 Bldg Materials Yard 576 903 365 23 66 9 1 1
8292 Storage Warehouse 413 1098 278 17 60 18 3 2
8387 Auto Serv Station 1,918 950 264 48 23 27 2 0
8393 Auto& Trck Body Shop 1,321 564 162 20 68 2 8 3
8395 Auto Repair Shop 4,696 711 225 1 52 37 8 2
8601 Survyr/Engnr/Archt 1,567 181 050 12 48 25 13 2
8742 QOutside Sales 22,003 110 027 1 4 39 9 0
8748 AutoSales/Leasing 989 140 042 6 H# 40 19 1
8755 Labor Union 283 143 030 9 79 4 8 0
8803 Auditors/Accts 1,229 038 009 9 4 28 21 1
8810 Office Clerks 67,222 056 016 12 33 14 39 1
8820 Attorney 1,837 064 010 26 51 6 10 6
8829 Nursing Home 158 903 334 21 47 29 1 2
8831 Animal Hosp& Grmng 816 236 106 30 14 40 14 2
8832 Physician 8,060 067 028 7 16 49 26 1
8833 Hospital Prof Emp 223 276 129 8 12 21 38 22
8835 Domstc& Nursg Servs 501 767 299 16 25 57 1 1
8868 Schl& Chrch ProEmpl 7,315 060 020 74 12 3 1 9
8901 Telephone Co - Office 50 094 028 40 26 14 12 8
9015 Janitorial Service 11,602 890 190 11 26 47 16 1
9052 Hotdl Oth Empls 1,452 616 044 7 2 5 26 10
9058 Food Serv Wrkrs 8,447 419 125 5 S 35 1 6
9060 Prvt Club Empls 733 494 174 2 63 32 3 1
9061 Clubs-NOC 811 45 191 19 7 6 13 54
9101 Schi& Chrch Othr Emp 2,053 531 172 69 14 7 9 1
9403 Refuse Collection 1056 2126 793 8 30 12 8 42
9501 Paint Shop Only 369 1145 278 20 42 30 7 1
9522 Upholstering Autos etc. 195 905 204 38 19 34 5 4
9586 BarberBeautyParlor 1,449 120 050 17 36 7 39 1

Source of Data: Compensation Advisory Organization of Michigan
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A second explanation for manual rate variancesisthat workers compensation insuranceis not an exactly
homogeneous commodity. Carrierswith higher ratesmay offer additiona servicesthet other carriersdo not
provide. Experience and schedulerating may aso not fully accommodateinsureds of varying risk. Hence, it
iscommon for insurersto use preferred and standard carrierswith different rateswithin the sasme group for
this purpose. Lastly, some variation in pricing is not unexpected in amarket that is continudly subject to
varying externa forcesthat require adjustments by producers. The explanations above are not necessarily
incong gtent with workable competition.

Rate Levds

Sincetheinception of competitiverating there has been perennid interest in changesintheoverdl rateleve

intheworkers compensation insurance market. Theratelevel wasrdatively easy to determine under the
old sysem of uniformrating. Measurement of theratelevel hasbecome much moredifficult under the new
system where carriers set their own rates. It is possible to measure changes in the rate leve in severd

different ways. Each approach provides somewhat different information about the market.

One gpproach is to measure the overal change in the manud rates charged by insurers in the various
classfications. Theoverdl manud ratelevel changesfiled by each carrier can be averaged to gpproximate
the overdl manud rate level change for the market asawhole. This approach indicates movement in the
"liged" or "posted” manud rate levd. A survey of ratefilings for the current top 20 carriersin Michigan
snce 1984 is shown in Exhibit 6. In the past, the Bureau tracked overall rate changes. Sinceit no longer
doesthis, data has been taken from reports generated by a private firm, theM & R Group, which tracks
workers compensation rates.

The bottom two rows of averages pertain to the Straight average of the current top 20 carriers and the
sraight average of the top 20 carriers as have been reported for each given year. Reviewing the bottom
row, since the small decrease in 1988, there was a smal increase in 1989 and a large 11.2 percent

increase in 1990. The 1990 increase was the largest after 1985. Primarily a result of the 37.2 percent
increasein The Accident Fund'srates, 1991 showed an average rateincrease of 4.9 percent. Widespread
increasesin 1992 resulted in average annua increases of 7.1 percent. After 1992, rateincreasesbeganto
moderate, falling to 6.9 percent in 1993 and 2.9 percent in 1994. 1n 1995 averagefiled ratesbegantofall

witha 1.1 percent decrease. Theaverage 9.8 percent decreasein 1996 wasthe largest sincetheinitiaion
of competition. The downward trend in filed rates has continued in 1997, 1998 and 1999 with decreases
of 5.7, 1.7 and 2.8 percent respectively. The rate filings to date for year 2000 could foretell the end of

market softening as rate changes have been amix of increases and decreases.

The 1990 increase gppeared to be the result of insurers making use of the "indicated changes' in historical
loss costs collected and published by the Data Collection Agency as a base for 1990 rate filings, to be
further discussed below. The"indicated changes' were large in the 1990 publication to correct for large
reporting errorsin the 1989 indicated change. Had these errors not occurred, moderate increases would
have replaced the decrease in 1989 and large increese in 1990  resulting



Exhibit 6

Survey of Rate Filing Changes For The Twenty Leading Carriers

The vadues indicate overdl percentage changesfiled for given years as of January 7, 1999; Source of data: Insurance Bureau and M&R Group

Manual Rate Survey Results 2000 1999 1998 1997 1996 1995 1994 1993 1992 1991 1990 1989 1988 1987 1986 1985 1984
TheAccident Fund 00% 18% 03% -127% -92% 22% 41% 50% 82% 37.2% -80% 52% 00% 246% 196% -28% -11.0%
CitizensInsurance Coof Am 00% -06% -15% -87% -64% -149% 06% 63% 230% 64% 57% 00% 114% 95% 00% 96% -74%
Frankenmuth Mutual Ins 00% -64% -22% -166% 02% -54% 24% 67% 76% 83% 77% 92% 19% 30% 90% 46% -25%
Auto-OwnersinsuranceCo 00% 00% 00% 00% -11% -37% 26% 58% 65% 92% 128% 12% O00% 82% 65% 35% 50%
Liberty Mutua Firelns Co 00% -33% -27% -84% -160% -11.0% -60% 170% 190% 50% 55% 50% 00% 110% 144% 00% -47%
Amerisure Insurance Co 00% 00% -07% -30% 00% -133% 100% 100% 10% 71% 169% 40% -44% 135% 00% 294% -75%
Valley Forge Insurance Co 00% 00% 22% -60% -168% -38% 31% 00% 72% 99% 150% 88% 00% 33% 05% 265% 104%
Hastings Mutual Ins Co 00% -108% 01% -58% -93% 54% 47% 83% 129% 45% 166% -42% 25% 57% 68% 42% -145%
Cincinnati Casualty Co -15%  -27%  09% -94% -180% 00% 00% 103% 136% 120% 00% 00% new

Transcontinental Inse Co 00% 00% 22% -60% -168% -38% 31% 00% 72% 92% 150% 69% 00% 41% 154% 100% -56%
Fireman's Fund Ins Co. 05% -40% -43% -21.8% -246% -55% 72% -82% 128% 00% 120% 00% -80% 95% 146% 91% 24%
FarmBureau Genl | Cof Ml -85% -147% -128% 00% -90% 32% 22% 43% 180% 120% 64% -18% 00% 00% 184% 10% -122%
Fremont Casualty Ins Co 00% -40% 00% new

Connecticut Indemnity Co 00% -07% 00% -107% -285% 54% 38% 00% 115% -140% 254% -154% 00% 299% 00% 00% 00%
American Comp Ins Co 00% 00% -27% -11.0% 000% new

L ake States Insurance Co 00% 00% 00% -100% -133% -57% 128% 38% 110% 12% 00% 28% 00% 00% 00% 00% 00%
American States Ins Co 25% -65% -27% -7.2% -183% -54% 76% 78% 119% 64% 209% -04% -31% 7.0% 125% 50% 06%
Mutual Ins Corp Of Am 60% 00% 00% -92% -118% -21% new

Phoenix Insurance Co 00% 01% -06% 00% -294% 00% 35% -2650% 59%% -21% 21.0% -52% 115% -7.7% 144% 00% -50%
Legion Insurance Co 00% -40% 00% -185% -106% -111% 30% 05% 171% -32% 149% -154% new

Averages(Current Top20) -01% -28% -12% -82% -126% -37% 36% 31% 114% 64% 110% 00% O07% 81% 88% 67% -35%
Top 20 Average By Y ear -01% -28% -17% -57% -98% -11% 29% 69% 71% 49% 112% 15% -14% 88% 95% 115% -26%

Tc
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in about the sametwo year increase. Of thetwenty insurersin the survey for the 1991 fina report, thirteen
of the twenty followed theindicationsin the upward direction, after only four of thoseten had followed the
indications downward in the prior year.

Theimpact of the underwriting cycleisreflected in the average manud ratesin Exhibit 6. Intheinitid two
years of competition rates softened. The hard market period of 1985 to thefirst haf of 1987 showslarge
rate increases. The market softened along with rates in the period 1987 to 1989. Asindicated earlier,
increasesin 1990 may be dueto the "indicated change” error. Manua rate increasesfrom 1990 to 1993
show therecent hard market. From 1993 to 1999 a softer market emerged with many insurersfiling large
decreases to remain competitive and maintain market share. The mixed results for 2000 may foretell the
end of softening. A review of these rate surveys overtime reved sthat several companies have moved into
the top twenty carriers as aresult of offering reduced rates.

A problem with the above measureisthat it only reflects changesin the manud ratesfiled by carriersand
doesnot reflect changesin policiestoward schedule credits and other adjustments of the manud premium.

The above measure will dso not indicate the manud rates or net premiums that employers are actualy
paying. If employers are shifting their business to carriers with lower rate structures, then the indicated
"liged" rate level change will overgtate the change in the rates that are actudly being paid by employers.
These consderations, of course, only arise with a competitive rating system in which carriers can charge
different premiums for the same palicy.

An dternaive way of measuring the rate level isto smply divide written premiums by covered payroll.
This measure indicates the actua premiums that employers are paying for their workers compensation
insurance in relation to their payroll. In this respect, it will reflect changes in the use of deductibles,
schedule credits and other adjustments to the manua premium as well as the extent to which increasing
rates have caused employers to seek lower priced insurers.

The Compensation Advisory Organization of Michigan maintains comparable figures on the number of
policies, written standard premium, manua premium and covered payroll for the period 1982 to 1999.
These figures and average rates per $100 payrall are offered in the fifth column of Exhibit 7. The sixth
column provides an index of average standard rates with the base year being 1982. Thelast two columns
now show manud rates caculated in asmilar manner asthe standard rates and the percentage difference
between manud and standard premiums.

Daain Exhibit 7 varies somewhat between preliminary, find reports and subsequent find reports asthere
are difficulties aggregating the information thet is sent in by companiesfor each individua policy sold inthe
date. Estimated policy counts from policy declarations tend to run roughly 10 percent higher than actud

policieswritten because of duplicationswherepolicy revisonsoccur. Standard premium from earlier years
will be dightly lower than totd estimated annua premium from most recent years because the former

excludes expense congtants and premium discounts while the latter does not.

A problem with rates ca culated as premiums divided by payrall, however, isthat a shift in payroll toward
higher rated classificationswould have apostive effect on the average rate and act to overdate any increase
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in manud rates. For indance, agiven employer might have to pay ahigher premium, without a changein
manud rates, if a change in their operations shifts some of their payroll from lower to higher rated
classfications. Such an employer might pay more premium even though their payroll was unchanged.
However, a sgnificant classfication shift was not indicated when a 1988 andyss of the top 100
classfications was performed, which isolated the effect of rate changes. The andyss, usng uniform
classfication weights, the fraction a classfication's payroll was of totd payroll in 1987, and the
classfication's respective average rate from the three years ended 1988, indicated rates of change
essentidly the same as the actua increases.

Exhibit 7 datareved that, from 1982 to 1984, the average rate for the total of al policies declined by 20
percent, from $2.49 to $2.01. During the next three yearsthe average rateincreased to $2.75 in 1987 or
nearly 37 percent, an annua increase of 11 percent per year. From 1987 to 1990, average rates were
relatively stable.  After abrief spike to $2.91 in 1991, the highest average since 1982,

Exhibit 7

Policies, Premiums, and Payroll

1982 - 1999
Standard Average Rate Per $100 Payroll
Premiums Payroll Standard Manual
Year Palicies 000's (000's) Rate Index Rate Difference

Voluntary Market

1982 120,097 589,283 23,833,497 247 100.0% 2.68 -1.7%
1983 126,310 572,079 26,648,607 215 86.8% 252 -14.8%
1984 129,620 556,273 28,166,790 197 79.9% 2.36 -16.3%
1985 127,750 634,036 29,697,705 213 86.3% 241 -11.4%
1986 125,439 767,884 31,819,528 241 97.6% 258 -6.5%
1987 126,329 871,985 33,870,928 257 104.1% 285 -9.7%
1988 130,730 934,035 36,448,015 2.56 103.6% 287 -10.8%
1989 135,148 1,010,806 38,974,961 259 104.9% 2.86 -9.3%
1990 138,275 1,093,277 41,327,945 265 107.0% 2.96 -10.8%
1991 137,063 1,171,189 42,571,896 2.75 111.3% 304 -94%
1992 135,236 1,158,091 43,422,865 267 107.9% 3.18 -16.3%
1993 135,831 1,228,362 46,208,984 2.66 107.5% 349 -23.9%
1994 138,726 1,292,476 49,515,440 261 105.6% 3.68 -29.1%
1995 142,361 1,253,291 55,273,594 2.27 91.7% 344 -34.0%
1996 146,730 1,174,702 59,859,220 1.96 79.4% 293 -33.1%
1997 151,244 1,053,245 66,185,521 159 64.4% 241 -34.0%
1998 156,361 919,681 68,306,073 135 54.5% 240 -43.9%
1999 129,337 633,187 47,965,724 132 53.4% 234 -43.6%

1982- 97 Standard and manual premium from unit statistical reports
1998- 99 Total estimated annual premium obtained from policy declarations or unit statistical reports
Data Source: Compensation Advisory Organization of Michigan
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1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999

1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999

1982 - %6
1997 - 98

Policies

12,290
10,383
10,160
14,858
20,442
22,268
21,828
22,101
21,766
23,165
25,581
27,29
26,121
25217
24,718
22,740
22,316
17,166

132,387
136,693
139,780
142,608
145,881
148,597
152,558
157,249
160,041
160,228
160,817
163127
164,847
167,578
171,448
173984
178,677
146,503

Palicies, Premiums, and Payroll
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Exhibit 7 - Continued

Standard
Premiums
000's

20,686
17,932
18,886
60,692
110,281
122,318
115554
119,327
130,910
152,509
173,018
172,086
136,304
100,687
62,920
42,627
35,011
26,634

609,969
590,011
575,159
694,728
878,165
994,303
1,049,589
1,130,133
1,224,187
1,323,698
1,331,109
1,400,448
1,428,780
1,353,978
1,237,622
1,005,872
954,692
659,821

1982 - 1999
Average Rate Per $100 Payroll
Payrall Standard Manual
000's Rate Index Rate Difference
Placement Facility
614,531 337 100.0% 2.95 14.1%
424,748 4.22 125.4% 351 20.3%
448,986 421 125.0% 359 17.2%
1,459,998 4.16 1235% 349 19.1%
2,341,396 471 139.9% 3.98 18.3%
2,330,399 5.25 155.9% 443 18.5%
2,238,980 5.16 153.3% 442 16.7%
2,408,740 4,95 147.2% 414 19.7%
2,549,993 513 152.5% 413 24.4%
2,934,739 5.20 154.4% 4,03 29.0%
3,073,777 5.63 167.2% 431 30.5%
2,910,745 591 175.6% 4.66 27.0%
2,347,976 581 1725% 5.02 15.6%
1,914,227 5.26 156.3% 4.25 23.8%
1,516,209 4.15 123.3% 355 16.8%
1,197,444 356 144.0% 341 4.3%
962,806 364 147.1% 263 38.3%
720,518 370 149.5% 247 49.7%
Total
24,448,028 249 100.0% 269 -7.3%
27,073,355 218 87.3% 253 -13.9%
28,615,776 201 80.6% 238 -155%
31,157,703 223 89.4% 246 -9.4%
34,160,924 257 103.0% 267 -3.7%
36,201,327 275 110.1% 295 -6.9%
38,686,995 271 108.7% 2.96 -84%
41,383,701 273 109.5% 293 -6.9%
43,877,938 279 111.8% 303 -8.0%
45,506,635 291 116.6% 310 -6.2%
46,496,642 2.86 114.7% 3.26 -12.2%
49,119,729 285 114.3% 356 -19.9%
51,863,416 275 1104% 374 -26.4%
57,187,821 237 I.9% 346 -31.6%
61,375,429 202 80.8% 295 -31.6%
67,382,965 163 65.2% 243 -33.0%
69,268,879 138 55.2% 240 -42.7%
48,686,242 136 54.3% 234 -42.2%

Standard and manual premium from unit statistical reports

Total estimated annual premium obtained from policy declarations or unit statistical reports

Data Source: Compensation Advisory Organization of Michigan
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averagerates havetrended downward. The decline hasbeen so precipitousthat the averageratein 1999,
at $1.36 is about 45 percent less than the average rate in 1982.

The downward trend in rates from 1991 to 1993 occurred in spite of rising insurer loss costs and was
largely dueto increasing use of large deductible policies. Themorerecent declinein averageratesisdueto
improved market conditions asthe market has entered a softening phase of the underwriting cycle over the
last threeyears. The growing differentia between manuad and standard rates shown in thefina column of
Exhibit 7 from 1991 to 1994 isindicative that asgnificant part of the declinein average premiumsisdueto
the use of large deductible policies. Unfortunately, the benefits of large deductiblesonly affected 1,097 out
of 146,503 or lessthan one percent of the policiesin 1999. The decreasesin manud ratesover thelast Sx
years are due to improving market conditions. Thiswould gppear to be the case because the growth of
differential between standard and manua premium dowed after 1994.

Dataonratesfor the assgned risk facility show anincreasing trend in ratesfrom 1982 through 1993. After
peaking in 1987, average facility rates declined a couple of years and returned to an upward trend until
rates pesked again in 1993. Average facility rates have decreased sgnificantly since peaking in 1993.
Participation by employersin thefacility will be used later asaproxy for ameasure of avalability. Thefdl
in facility rates may reduce the incentives for placed employers to shop for cheaper coverage in the
voluntary market. However, many employerswith no other choicewill enjoy aratereduction. Employers
with the ability to obtain voluntary coveragewill enjoy the additional competitive pressurefromthefacility.

As shdl be seen in the profitability section, total manua rate increases between 1989 and 1994 were
probably not excessve given insurer cost increases. That increasein ratesreflected only aportion of the
increase in the cost of medica benefits in excess of the increase in wages. Had the costs of medica
benefits grown at the same rate as wages, the total cost of clamswould surdly have falen. The extent to
which medica benefits have risen fagter than the cost of indemnity benefits has been observed in the pure
premium publications. These publications show medica benefits rigng from less than a quarter of totd
benefits to over one-third between 1982 and 1993. To contral the growth of medica benefit costs a
medica fee schedule to place a cgp on medica fees was initiated in 1989. The advisory pure premium
publication incorporated a 9.8 percent reduction factor to anticipate theimpact of the schedule. Edimates
of theimpact of the schedule on medica costsindicate that savings have beenin therange of 10.1to 10.6
percent according to CAOM datistics.

Rate changes by themselves, however, are not a sufficient basis on which to conclude that a market is
competitive or not competitive. The relationship of price to cost or the rate of return on capita is much
morecritical. Assated before, in aperfectly competitive market, price equals margind cost including the
cost of capital, and excess profitsare absent. Likewise, inaworkably competitive workers compensation
insurance market, premiums would be no higher than that necessary to cover costs and provide a fair
return on investment.

Inthiscontext, rateincreases arejudtified if current ratesare not sufficient to cover costs. Conversdly, rates
should declineif they areexcessvein rdationto costs. To somedegree, rates should move with projected
changes in the pure premium, which isincurred losses divided by covered payroll. Rate changesin any
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given year, however, will dso be affected by the adequacy or inadequacy of premiums in the previous
year. For ingtance, if rates were inadequate in the previous year, then they would have to increase more
than costsin the current year in order for premiumsto be a adequate levels.

The Data Collection Agency's DCA Pure Premium Publication (a so produced by the CAOM) provides
loss cost information to insurers for rate setting purposes and aso estimates the annud change in pure
premiums. Exhibit 8 summarizes the higtory of indicated pure premium changes since 1982. The
accumulated change in pure premiums over the eighteen years of indications since 1982 has been -0.2
percent meaning that rates are essentid unchanged from 1982 levels. Thisisremarkablein aperiod when
risng cods of litigation, hedth care and benefits gppear to be such a problem in other states and may
indicate increased insurer efficiency or decreased profitability. It had been anticipated that many insurers
would continue decreasing rates by following the 2.7 percent decrease for 2000, however, thishas yet to
be seen in the rate survey data.

The 21 percent indicated increase for 1990

Exhibit 8 needs explanation. Based on data that turned

out to beincomplete, the DCA had caculated a

Indicated Changes in Pure Premium 5.5 percent pure premium decrease for 1989.

from 1982 to Present On the other hand, it was the contention of the

industry board members of the DCA that the

Y ear Indicated Accumulated Annualized  change should have been a 6 percent increase.
Changes Changes Changes Given the 5.5 percent decrease for 1989, the

1983 5.6% 5.6% 56% 21 percent ncrease for 1990 puts the pure
1984 8.7% 36% -18%  premium levels back on track with actuariad
1985 16% 51% -17% indications based on complete historica data.

1986 14.4% 85% 21%  The effect of these two changes together is a
1987 9.8% 19.2% 36%  cumulative increase of 14.3 percent over the
19838 -8.2% 9.4% 15%  period from 1988 to 1990. Asde from

1989 55% 3.4% 0.5% changesinloss cogts, the cost of reinsuranceto
1990 21.0% 25.1% 289  directinsurerscan aso haveanimpact onrates.
1901 -3.2% 21.1% 21%  Insurers typicaly use reinsurance to expand

1992 11.5% 35.0% 30%  ther cgpacity to underwrite by obtaining excess
1993 40% 404% 319%  limitscoverage. During the insurance criss of
1994 7.2% 50.5% 350  the mid-1980s reinsurers redricted certain

1995 -5.5% 42.2% 27%  Kinds of coverages such as aggregate
1996 15.7% 19.9% 13%  cumulative trauma disorders. However, the

redtrictive underwriting by reinsurershasended

1997 -84% 9.8% 06%  over the last few years as direct writers have
1998 “2.1% 6.5% 04%  gought to retain as much of their business as
1999 -4.0% 26% 02%  possble without sharing risk and hence,

2000 “2.1% -02% -00%  premiums, with reinsurers.

Source of Data: Insurance Bureau and Data Collection



27

Reviewing the growth of pure premium indications, Sandard premium rates and filed changes in manud

rates snce 1982, we know that accumulated pure premium indicationsthrough 1998 were only 7 percent
above 1982. 1t hasa so been determined that the accumul ated average of filed manual ratesis 24 percent
above 1982 levels. The average of estimated standard rates employers actually paid in 1998 however is
over 40 percent less they werein 1982.

In order to compare these variables over the period of time since 1982, the chart below was constructed.
Indices of the accumulated changes of each of these variables (aswas donein column 6 of Exhibit 7) were
caculated. The baseyear of the indicesis 1982, wheredl indicesstart at 1.0 or 100%. A chart of line
graphs of these variables was then constructed for each of the years snce 1982. The highest line, which
representsfiled rates, could be high for several reasons. One reason isthat the estimated impact on rates
of filed changesis based upon agtatic andysis, i.e. numbers and types of insureds are assumed to remain
the same before and after the change.

However, in the dynamic world, employers seeing increasing rates will aways bok for lower rates
esawhere. In the resulting shuffle, actual average rates seen do not increase as much asfiled rates and
over time the upward biasin filed rate increases is magnified. Increasing use of large deductible policies
and macroeconomic shift toward alower premium service economy could adso increase thisbias. The
chart shows the anomaly in the 1989 pure premium indication. The chart aso shows the remarkably
steady average of standard premium rates through 1994.

Pure Premium, Filings and Rate Comparisons

W Pure Premium Indications P
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Dueto thetimelag in reporting deta, indicated changesin the pure premium will tend to lag behind changes
inactual experience. However, actud filed rate changes seem to coincide with pure premium indications.
Past experience has shown that insurerstend to be rather consarvativeinfollowing premiumindicationsina
downward direction. Therefore, we might not expect rates to fdl as much as pure premiums might
indicate. Viewed inthiscontext, the pattern of rate decreases continued through the end of 1999 and may
continueinto theyear 2000. Thechart dsoillugtratesthat insurers, cognizant of their own experience, may
make rate changes prior to changes in pure premiums. Thisis a podtive Sign that insurers are srongly
competing for business.

Profitability

A ussful index of theindustry's overal efficiency and profitability isthe statewide lossratio, which can be
caculated by dividing incurred losses by earned premium. Thelossratio reved sthe amount of actud loss
protection received for each premium dollar paid. The portion of premiums not paid out in lossesis
avallablefor expenses and profits. All eseequd, higher lossratios suggest greeter cost efficiency and/or
decreased profitability, while lower loss ratios imply decreased cost efficiency and/or increased
profitability. Higher lossratioswould bethe expected result of an increasein competition and lower rates.
Conversely, lower loss ratios would be the expected result of less competition and higher rates.

Since workers compensation clams are often paid out over along period of time, only asmall portion of
caendar year lossesare actudly attributable to premiumsearned that year. Thus, caendar year lossratios
are only arough estimate of true lossratios for thistype of coverage.

Thereisaquestion of what lossratio would permit insurersto earn afair rate of return oninvestment in the
workers compensation insurance industry and hence would be consistent with a reasonable degree of
competition. The derivation of such alossratio would be dependent upon assumptions about investment
income, expenses, premium to surplus ratios, aswell as the kind of data to which it was to be gpplied.

In December of 1998, the Nationd Association of Insurance Commissioners (NAIC) published ther
profitability report for 1997 which contains nationa averagelossratios shown inthefina column of Exhibit
9. Cdendar year lossratios compare losses incurred in agiven year to premiums earned that year. The
average of these countrywide loss ratios over the last seventeen yearsis 76.3 percent. More recent data
have reduced this average. The ratio was somewhat high in the 1992 to 1994 period due to the
predominance of data from 1988 through 1991, a period when rate increases had generaly been
suppressed and assigned risk facilities and their associated costs had grown. A loss ratio of 80 percent
might be consdered as a good benchmark of a competitive loss ratio to which comparisons might be
made. Comparisons to the 80 percent loss ratio average must be made with some caution because
caendar year lossratios represented here do not compare | ossesincurred with the premiums paid for the
policies to which these losses are attributable.
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Exhibit 9

Calendar Y ear L oss Ratios*
For The Great Lakes States

1981 - 1998

Year Michigan lllinois Indiana Minnesota New York Pennsylvania Wisconsin Avew/o M| Countrywide

1998 0615 0.666 0.674 0.945 0.59% 0.762 0470 0.648 NA

1997 0456 0.581 0.599 0.877 0.759 0571 0.518 0.655 0.619
1996 0504 0.587 0.529 0.728 0.966 0.639 0.522 0.716 0.632
1995 0501 0.608 0.513 0.771 0.679 0.671 0571 0.650 0.613
1994 05% 0.769 0.645 0.758 0.876 0.680 0.577 0.748 0.608
1993 0719 0.712 0.642 1148 0.897 0.898 0.59% 0.834 0.730
1992 0903 0.784 0.723 1.097 1.083 0.975 0.707 0.950 0.831
1991 1031 0.764 0.684 1021 0.948 0.935 0.660 0.872 0.859
1990 0912 0.800 0.740 0.957 1.002 0.928 0.645 0.887 0.852
1989 0840 0.819 0.809 0.884 0.952 0.905 0.704 0.875 0.857
1988 0.880 0.785 0.879 0.968 0.908 0.889 0.753 0.865 0.857
1987 0.808 0.791 0.842 1033 0.826 0.819 0.782 0.853 0.831
1986 0.861 0.791 0.819 1.002 0.807 0.872 0.872 0.814 0.848
1985 0872 0.903 0.866 1077 0.711 0.726 0.813 0.909 0.831
1984 0.862 1.005 0.832 1.336 0.857 0.837 0.705 0.813 0971
1983 0.787 0.856 0.810 0.853 0.890 0.737 0.606 0.783 0.714
1982 0550 0.726 0.700 1024 0.825 0.729 0.683 0.715 0.647
1981 0636 0.691 0.708 1.032 0.682 0.667 0.695 NA 0.665

* These calendar year lossratios are incurred losses including the effect of assessments on losses and excluding
| oss adjustment expense divided by net earned premiums. The“Avew/o MI” isthe weighted average excluding
Michigan and is based upon proportions of premiums.

Sources:

Compensation Advisory Organization of Michigan, National Council on Compensation Insurance,

New Y ork Compensation | nsurance Rating Board, Pennsylvania Compensation Rating Bureau,

National Association of Insurance Commissioners  Minnesota Worker's Compensation Insurer's Association, Inc.

Caendar year industry-wide lossratiosfor 1981 through 1998 are shownin Exhibit 9 for Michigan and Sx
other states. From theinitial low point of 0.550in 1982, lossratiosroseto apeak of .872in 1985 during
the hard part of the most recent underwriting cycle. Asthe market softened through 1989, the Michigen
loss ratios have varied around the nationa average of 80 percent and around the Great Lakes average.
Evidence of ahardening market beginsagainin 1990 with Sgnificant increasesinthelossraiosand insurer
rates. The unsugtainable high loss ratios of 1.031 in 1991 and 0.903 in 1992 might have crested some
concern asto the adequacy of rates. However, to alarge extent, this high lossratio was the result of two
largeinsurance groups strengthening their reservesfor prior years. To the extent that those high lossratios
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were due to reserve strengthening, concern over the adequacy of premium rates was dleviated.

Subsequent to the hard market period of 1991 and 1992 insurers have returned to making profits. The
period of 1993 to 1998 has been the most profitable snce theinitiation of competition. Thisincreased
profitability hasin turn resulted in declining premium rates, diminished market sharefor assgnedrisksand
negetive pure premium indications as insurers compete for more business. Overal, thesefiguresindicate
that from the employer's viewpoint there has been a sgnificant improvement in the Michigan workers
compensation insurance market since the introduction of competitive rating.

The very low loss ratios and high profits since 1994 may become cause for darm as it would appear
premium ratesare not reacting as quickly asmight be expected in asmoothly operating market. However,
much of the reason for thelow lossratiosisthe result of much better than anticipated | oss costsfrom earlier
years. Insurers have released reserves from those prior years and this has had a very postive effect on
thair profitability.

Thechart of lossratiosa Loss Ratios - Competitive States
right was devel oped from Verses Administered Price States
data from the NAIC

1997 Report  on 12

Profitability. The lines
comparetheaverageloss
ratios of competitive
versus adminisered
pricing sates. Thehigher
line represents states that
are typicaly consdered
Compaltlve aat%’ th0$ 04 | | | | | | | | | | | | | | <I> <I> <I>
thet dlow insurersto file '

1981 1983 1985 1987 1989 1991 1993 1995 1997

and use thdar own 1982 1984 198 1988 1990 1992 1994 199
premium rates. Thelower Yeas
lire represents the states | @ competive Sates o Admiristerer Sates ||

which approveraefilings
which are considered administered pricing States.

Through 1990 the results are quite dramatic. The competitive states receive much more benefitsfor their
premium dollars. Since 1981, competitive states have averaged 81 percent lossratioswhile administered
pricing statesaveraged 72 percent. After 1990 the difference between the averages hasfallen but an edge
gill remains with the competitive states. Since 1990 severd dates that were having problems with their
workers: compensation insurance markets have moved to dlow competition to set rates. This has
coincided with largeimprovementsin profitability for workers: compensation insurers as evidenced by the
widespread drop in loss ratios. In 1995 through 1997 the competitive States regained part of the large
differential that existed prior to 1990. The chart dso highlights the observation thet low lossratios are a
countrywide phenomenon.
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The find profitability exhibit contains data from the NAIC's "Report on Profitability by Line by State
1997." Exhibit 10 contains, for thefifty states, the Didrict of Columbiaand the United Statesasawhole,
the NAIC'sprofit oninsurancetransaction ratio and each state'srank from lowest profit ratio to highest for
the last thirteen years.

The profit on insurance transactions ratio is based upon the ratio of operating profit to premiums earned,
where operating profit includes underwriting profits, adds investment gains on insurance transactions and
ubtracts income taxes. Data from date workers compensation funds, including The Accident Fund
Company, are not included in Exhibit 10 at least through 1994.

Given the reaults of 1994 to 1997, Michigan is at the top of the Great Lakes states (excluding the
monopoaligtic sate - Ohio) in average profitability measured as profit on insurance transaction ratios.,
Michigars average profit of 7.7 percent ranks above the 5.7 percent average for the United Statesas a
whole. Michigan insurers trend in profitability had been downward from ahigh in 1985 until a negative
position wasreached in 1991.  The profit ratio rebounded to dightly above the nationa averagein 1992
and has snce risen consgderably for both Michigan and the United States as awhole.

Thelossand profit ratio datafor the period 1993 to 1998 indicate ahighly profitable period for Michigan's
workers compensation insurers.  Much of the profit would appear to be the result of better than

anticipated loss development from prior years. This has led to the releasing of reserves which lowers
incurred costs and, hence, lossratios. Thisis one reason why loss ratios should not be used to set rates.
However, financia solvency regulators should carefully review the adequacy of reserves. Thehigher 1998
ratio could indicate a turn in insurer profitability toward a reasonable profit level. This would help to
explain why insurance rates may be leveing off in 2000.

It probably should be noted that alow profit ratio ranking is not necessarily indicative of good news for
employers. Severa states with low ranks in 1989 and 1990, notably Rhode Idand (2), Louisana(5in
1989) and Maine (1 in 1989), were having severe problems with their workers compensation insurance
markets. In each of these statesthe residua market hasgrown to absurd levels. 1n 1991 residua market
premiumsasapercent of total were 85 percent in Rhode Idand, 80 percent in Louisanaand 77 percent in
Maine. Excessiverepression of rates by insurance departmentsin thesesates hasresulted infaling profits
aswell asinsurers quitting the voluntary market. These three Sates have improved their positions with
respect to insurance availability, but are now paying for past repressive policies with very high insurer
profits. Maine, which has moved closer to open competition, hasfared best of the three over thelast few
years.

Given the most recent deta, it is gpparent that this high profitability for Michigan insurers has been a
transgent phenomenon. Fredly fluctuating rates and rate decreases have occurred asaresult of competition
for more business. A smadl turn in the underwriting cycle could be occurring in the year 2000.
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Exhibit 10

Profit on Insurance Transactions

Rank of State (Lowest PIT to Highest)

Year
199% 1995 1994 1993 1992
Rank PITRank  PIT Rank  PIT Rank PITRank PIT Rank
12.1% 14.0% 131% 9.8% 3.2%
7 110% 17 16% 2 261% 41 18% 12 11% 20
15 123% 18 199% 29 286% 44 181% 39 188% 42
19 107% 16 84% 8 22% 5 34% 13 53% 25
42 3B86% 47 304% 44 190% 33 213% 42 42% 24
3 1% 2 83% 7 108% 18 106% 26 06% 19
9 63% 9 37 4 128% 21 T76% 18 -22% 14
46 321% 45 2520 40 254% 40 124% 30 -13% 15
24 03% 3 2% 3 4% 3 -09% 7 104% 33
28 75% 10 17.3% 23 274% 43 130% 31 132% 35
25 2% 5 68% 1 77% 11 -09% 7 -157% 2
39 187% 31 81% 6 189% 32 108% 27 16% 21
38 128% 21 23% 35 45% 8 -102% 2 -140% 3
4 163% 26 93% 10 91% 15 88%w 22 -11% 17
21 1836% 23 172% 22 142% 23 149% 34 9% 32
16 191% 33 183% 25 110% 19 134% 33 80% 29
12 102% 15 194% 27 193% 35 209% 40 113% HA
31 211% 36 213% 32 84% 13 122% 29 -34% 12
47 2060 3B 219% 33 -12% 4 15% 11 58% 26
29 179% 30 207% 30 572% S50 358% 48 157% 39
49 208% 4 395% 47 142% 23 291% 45 139% 37
26 16% 4 138% 14 183% 30 11.7% 28 21% 22
4?2 283% 43 3B2% 46 263% 42 268% 44 188% 42
36 254% 41 2716% 42 25% 37 165% 38 67% 28
32 233% 39 246% 37 172% 28 58% 15 -40% 11
18 145% 25 219% 33 250% 39 27% 43 17.8% 41

-1.2%
16.6%
5.9%
-1.2%
0.1%
-0.3%
4.2%
5.8%
22.1%
-6.6%
11%
5.6%
1.3%
8.0%
9.6%
5.8%
-1.3%
-5.6%
4.4%
-55.9%
21%
-132%
-5.9%
4.6%
15%

Source of Data: National Association of Insurance Commissioners: "Profitability Report” for each year through 1997.
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Exhibit 10 - Continued

Profit on Insurance Transactions
Rank of State (Lowest PIT to Highest)

Y ear Average

1990 1989 1988 1987 1986 1985 8597
PIT Rank PIT Rank PIT Rank PHT Rank PIT Rank PIT k PIT Rank

-0.2% -02% -1.0% 31% 3.0% 34% 57%
-116% 6 94% 7 -131% 9 10% 17 20% 24 2000 22 07% 4
173% 42 141% 44 140% 42 173% 44  -56% 8 12% 21 142% 45
15% 28 32% 29 -06% 20 124% 37 6.6% 33 5% 32 62% 17
-63% 9 11% 26 23% 26 24% 21 24% 27 45% 28 109% 40

46% 32 54% 31 41% 29 64% 30 38% 28 35% 24 43% 11

-401% 1 -78% 9 -71% 12 14% 19 -41% 10 -08% 13 -18% 3

47% 33 44% 30 23% 25 23% 20 58% 32 95% 37 121% 43

21.0% 44 140% 43 101% 39 159% 41 84% 34 108% 39 86% H#A
306% 46 233% 47 298% 47 311% 46 285% 49 287% 49 224% 47
52% 11 -204% 4 -210% 4 -124% 6 -47% 9 -03% 16 -51% 1
0.7% 26 33% 14 58% 14 -10% 11 -78% 7 -81% 6 45% 12
49% 34 100% 37 185% 45 167% 42 23% 48 181% 46 105% 36
12% 27 00% 20 -05% 21 56% 27 90% 35 -09% 12 46% 13
56% 36 64% 33 88% 37 96% 34 9.9% 39 63% 34 108% 38
55% 35 08% 25 -35% 17 -09% 12 19% 23 260 23  76% 27
92% 39 113% 39 -03% 22 -05% 13 12% 20 59% 33 95% 35
-31% 17 -34% 13 37% 28 -03% 14 24% 26 09% 18 56% 16
-12% 24 115% 40 152% 44 139% 40 322% 50 105% 38 12000 42
22% 21 -169% 5 -213% 3 -170% 3 -143% 4 4% 7 12% 25
-285%0 3 317 1 -290% 1 -266% 1 -351% 1 -282% 1 -45% 2
116% 40 57% 32 147% 43 17.0% 43 146% 42 140% 40 111% 41
-140% 4 -88% 8 -167% 7 95 7 -38% 11 35% 25 77% 28
24% 30 66% 3H4 56%0 33 117% 36 91% 37 147% 43 128% 4
80% 38 125% 41 112% 40 6.2%0 29 40% 30 44% 27 106% 37
-30% 18 15% 27 -85% 10 11% 18 -22% 15 -36% 9 79% 30

Source of Data: National Association of Insurance Commissioners: "Profitability Report” for each year through 1997.
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Exhibit 10 - Continued

Profit on Insurance Transactions
Rank of State (Lowest PIT to Highest)

Year .
1997 1996 1995 1994 1993 1992 1991
State PIT Rank PITRank  PIT Rank PIT Rank PITRank  PIT Rank PIT Rank
Missouri 169% 22 268% 42 179% 24 156% 26 163% 37 63% 27 -380 20
Montana 8.7% 10 89% 14 261% 41 225% 37 160% 36 232% 45 381% 50
Nebraska 129% 17 140% 24 246% 37 193% 35 133% 32 98% 31 25% 3H#
Nevada -16.1% 2 73.2% 453% 48 -15.0% 2 -52.0% 1 236% 46 -30% 21

New Hampshire 283% 41 12.7% 285% 43 304% 45 63% 16 -64% 6 -157% 4

50
20
New Jersey 16.0% 177% 28 164% 21 58% 10 13% 10 -85% 4 -66% 14
40
8

8

New Mexico 358% 48 23.6% 323% 45 322% 47 3A3%n 46 144% 38 -87% 10
New York 9.0% 11 4.4% 75% 5 2™ 6 02% 9 -60% 8 -02%0 24
North Carolina  115% 14 1I77% 28 248% 39 170% 27 97% 23 -13% 15 -92% 8
North Dakota 2712% 40 609% 49 161% 20 683% 51 466% 51 729% 51 -47.3% 2
Ohio 180% 27 748% 51 510% 50 175% 29 102% 24 336% 47 62% 42
Oklahoma 15% 5 82% 12 130% 12 38% 7 78% 19 -64% 6 -93% 7
Oregon 22% 35 2600 6 88% 9 155% 25 84% 21 384% 49 220% 48
Pennsylvania 232% 36 27% 37 151% 19 83% 12 -31% 3 -33% 13 -49% 18
Rhode Island 305% 45 171% 27 195% 28 188% 31 346% 47 218% 44 -154% 5
South Carolina  19.7% 30 33% 7 150% 18 140% 22 104% 25 158% 40 91% 44
South Dakota ~ 298% 44 187% 31 188% 26 11.7% 20 -10% 5 -84% 5 21% 31
Tennessee 209% 33 203% 3A 137% 13 8% 14 83% 20 -03% 18 -10% 22
Texas 58% 8 82% 12 147% 16 318% 46 210% 41 138% 36 22% 33
Utah 171% 23 81% 11 14% 17 4% 9 70% 17 -42% 10 O05% 26
Vermont 15% 5 27% 37 209% 31 190% 33 -10% 5 -43% 9 08% 27
Virginia 209% 33 134% 22 144% 15 99% 16 57 14 3% 28 -49% 18
Washington 675% 50 368% 46 492% 49 397% 49 449% 0 37.7% 48 409% 51
West Virginia -426% 1 58000 1 285% 36 -40% 1 -25% 4 680% 50 -88% 9
Wisconsin 114% 13 126% 19 96% 11 106% 17 150% 35 85% 30 101% 46
Wyoming 4145% 51 438% 48 645% 51 384% 48 37.0% 49 -466% 1 -288% 3

Source of Data: National Association of Insurance Commissioners- "Profitability Report” for each year through 1997.
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Exhibit 10 - Continued
Average

Profit on Insurance Transactions
Rank of State (Lowest PIT to Highest)
Year

1990 1989 19838 1987 1 1985 85-97
PIT Rank PIT Rank PIT Rank PIT Rank PIT Rank PIT Rank PIT Rank
A44% 16 40% 23 17% 21 10% 19 73% 26

-17.2% -2.2% -184% 2 71% 23
38% 29 81% 36 80% 31
46

State
-1.3% -22% 15
133% 42 5200 32
-25% 19 40% 24
154% 44 512% 51 20.7%
71% 24

Missouri 23
Montana -24% 20
Nebraska -14% 22 -50% 11
362% 48 322% 48 4999 50 283% 45
01% 21 33% 27 65% 31 18% 22 05% 17
71% 35 130% 38 92% 38 141% 41 68% 20
85% 33

Nevada
New Hampshire -42% 13
-49% 12 74% 35
3 -162% -11% 10 -23% -88% 5
137% 39 147% 43 70% 22

New Jersey

New Mexico -37% 15 -21.8%

New Y ork 74% 37 108% 38 92% 38 174% 45
North Carolina -130% 5 -18% 17 -57% 15 02% 16 -18% 10 41% 10
629% 50 446% 51 520% 51  40.3% 368% 50
4% 49 36.%

113% 35

54% 31
North Dakota 361% 51 -18% 11
5/.2% 49  375% 50 3A8% 48
-19% 16 03% 23
29% 18 30% 22
80% 32

0

[o0]

5

7
10

Oregon -0.4%
-2.5% 6.9%
-24.4%
42% 30
-63% 8
-0.7%
1.3%
400 12
75% 36 -0.1%
51% 25
-01% 19 154% 4 36.6%

Ohio 202% 46  475%
Oklahoma -85% -45% 8 19% 7
203% 43 25% 28 109% 39
Pennsylvania 19 12% 24 107% 41 145% 42
Rhode Island -33.1% 2 -159% -84% -100% 4 07% 5
South Carolina 18% 29 0.7% 24 -24% 45% 29 78% 29
South Dakota 44% 31 -11% 18 1.2% 11 51% 31 53% 14
-41% 14 -57% 10 -65% 13 -36% 9 -29% 12 36% 9
-18.5% 12.4% -9.6% -165% 3
84% 33 178% 45 46% 30 64% 18
04% 23 -08% 17 80% 35 55% 15
0200 22 45% 31 6.6% 19
396% 50 28.6% 485% 50
183% 46 -21.0% 716% 51 -195% 3 181% 47 3.6%
36 57% 28 -10% 16 -05% 15 84% 32
358% 47 211% 48 555% 51

Texas
Utah -5.6%
Vermont -32% 16
Virginia 00% 25

Washington 210% 45
B% 47

100% 40
11% 20
-0.4% 21
-26.2%
54% 26
20% 25
Tennessee 14
-85% -14.6% 6
13.7% 41
15
91% 36 35% 26
46 49
5
66% 34
48 213% 47

West Virginia
123% 41 8.7%
164% 45 33.9%

Wisconsin
Wyoming 64.7% 51
Source of Data: National Association of Insurance Commissioners- "Profitability Report” for each year through 1997.
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Availability

The last agpect of market performance that is evaluated is the availability of workers compensation
insurance coverage. ldedly, insurers should be willing to offer any employer coverage a afair market
price. In practice, of course, some businesses will be unable to obtain coverage in the voluntary market
and, therefore, must obtain coverage through theMichigan Workers Compensation I nsurance Placement
Fecility. There are instances where insurers cannot adequately price a business under the exigting rating
system. This should happen less often now if insurers enjoy increased pricing flexibility under gpen
compstitive rating, but some residua market placements are probably inevitable even with workable
competition.

At the same time, however, there are concerns about "redlining” againg certain types of employers or
geographic areas. "Redlining” refersto instances where businesses are unable to get coverage or can only
obtainit at an exorbitant price due to an unsupported bias on the part of insurers or aconscious atempt to
price discriminate in order to inflate profits.  This kind of activity is not congstent with workable
competition.

Exhibit 11 showsthe percentage of policies, premiums, and payroll insured through the Michigan Workers
Compensation Insurance Placement Facility. The percentage of payrall in the facility is perhaps a
somewhat better indicator of the rdative sgnificance of the resdua market and overdl availability since
premiums tend to be higher in the facility because it contains ahigher proportion of poor risks. The data
for each year subsequent to 1993 until 1999 indicatesthat dl facility placement measuresaredown. The
preliminary results for 1999 show smdl increases in premium and payroll, but preliminary results can be
biased high. The CAOM, initstestimony, indicated that assgned risk palicies, premium and payroll, based
on“year-to-dae’ gatigtics, show al three measuresdown not only in 1999 but also down over thelast Sx
years.

Exhibit 11 reveds adeclining residual market share from 1980 to 1984. From 1985 to 1986, however,
there was a sharp boost in facility placements. The data indicate a turn around in placements in 1987
through 1990, with facility premium, policiesand payroll, for the most part, going in adownward direction.
Thedatafor 1991 through 1992 shows poorer resultswith policiesand premium showing increases. The
reduction in availability of insurance through the voluntary market is another indication that the market had
hardened through 1992. Improved availability began during 1993 and gathered steam in 1994 and has
continued through 1998 and perhgps 1999. This improvement was manifested by the reductionsin al

messures of assigned risk market share. Theimproved availability isasign that insurers are competing to
expand their business due to the improved profitability of taking this additiona business.

Unfortunately, many smdler employers have not shared in as much of this improvement. The grest
reduction in percent of premium and payroll in the facility but smdler reduction in policies ssemsto imply
this observation. Thisimplication will be supported with the review of Exhibit 14.

Given information on residua marketsfrom the National Council on Compensation Insurance, Exhibit 12
has been produced to provide a comparison of resdua market burdens by state for the last eleven years.
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The resdud market burden is the policy year pool operating loss expressed as a percentage of direct
voluntary market calendar year premiums. The operating lossisequa to earned premiums minusincurred
losses minus sarvicing carrier dlowance and other pool expenses plus pool interest income on cash flow.
There are 33 comparable states and the Didtrict of Columbiawith residuad market plans administered
by or reporting to the Nationd Council on Compensation Insurance. The 18 other states not included
in the comparison either do not report to the Nationd Council or have monopoligtic state funds for
workers compensation which do not require aresdual market.

Exhibit 11

Percentage of Policies, Premium, and Payrall
in the Placement Feacility

1980 - 1999
Year Policies Premium Payrall
1980 9.8% 4.6% 4.1%
1981 10.2% 3.6% 3.3%
1982 9.3% 3.4% 2.5%
1983 7.6% 3.0% 1.6%
1984 7.3% 3.3% 1.6%
1985 10.4% 8.7% 4.7%
1986 14.0% 12.6% 6.9%
1987 15.0% 12.3% 6.4%
1988 14.3% 11.0% 5.8%
1989 14.1% 10.6% 5.8%
1990 13.6% 10.7% 5.8%
1991 14.5% 11.5% 6.4%
1992 15.9% 13.0% 6.6%
1993 16.7% 12.3% 5.9%
1994 15.8% 9.5% 4.5%
1995 15.0% 7.4% 3.3%
1996 14.4% 5.1% 2.5%
1997 13.1% 3.9% 1.8%
1998 12.5% 3.7% 1.4%
1999 11.7% 4.0% 1.5%

1980-1981 manud premium from unit satistica reports.

1982-1997 standard premium from unit satistical reports or policy declarations.
1998-1999 totd annud premium obtained from policy declarations.

Source of Datac Compensation Advisory Organization of Michigan Exhibit 1 of Biannual Report
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Exhibit 12

Residua Market Burden
Salected Years 1991 to 1998

Ratio of Operating Lossto Voluntary Premiums (R/V) Rank of State (Lowest R/V to Highest)

Year
1998 1997 1996 1995 1993 1991

State RV Rank  R/V Rank RV Rank RIV Rank RIV Rank R/V Rank
S 33 States& DC 0.7% 0.5% -0.1% -1.0% 1.9% 101% @
Alabama 02% 5 0.7% 18 18% 25 46% 7 113% 23 2714% 29
Alaska 36% 24 3% 26 00% 13 22% 12 14% 7 19% 7
Arizona 00% 2 00% 6 00% 13 00% 21 06% 14 12% 6
Arkansas -03% 1 42% 1 -66% 1 -161% 1 -289% 2 209% 27
Connecticut 07% 11 04% 13 00% 13 -08% 17 18% 18 6.1% 14
Delaware 10% 16 26% 23 51% 26 59% 28 118% 24 58% 13
Digt Of Columbia 04% 6 -06% 3 -02% 9 -12% 14 0.7% 15 51% 12
Florida - % - * - * - * 169% 28 276% 30
Georgia 05% 8 04% 13 03% 17 -11% 15 88% 22 91% 15
Hawaii - % 42% 27 -48% 3 -26% 11 146% 26 94% 16
Idaho 01% 4 00% 6 -01% 11 -02% 19 -03% 11 -03% 3
[llinois 04% 6 01% 9 00% 13 -09% 16 -04% 9 20% 8
Indiana 00% 2 -03% 4 -01% 11 -03% 18 -19% 6 00% 5
lowa 09% 15 02% 10 05% 19 -01% 20 42% 4 -03% 3
Kansas 15% 21 0.7% 18 20% 6 -50% 6 -34% 5 163% 25
Kentucky - % - * - * 304% 29 482% 30 M42% 3
Louisiana - - * - * - * - * 1178% 32
M al ne - * - * — * _— * — * — *
M assachusetts 06% 10 -10% 2 30% 4 57% 4 -553% 1 22% 9
Michigan 07% 11 03% 11 07% 21 01% 22 -04% 9 37% 11
Mississippi - - * - * - * -- * 111% 18
Missouri - - * -- * 30% 9 -10% 8 118% 21
Nebraska - 00% 6 -02% 9 -16% 13 13% 16 32% 10
New Hampshire 16% 22 13% 22 15% 24 0.7% 24 51% 19 102% 17
New Jersey 08% 13 10% 21 03% 17 16% 26 76% 21 133% 23
New Mexico 10% 16 -03% 4 11% 23 -61% 3 -201% 3 40% 1
North Carolina 13% 20 03% 11 07% 7 29% 10 -02% 12 122% 22
Oregon 08% 13 0.7% 18 06% 20 04% 23 01% 13 -18% 2
Rhode Island - - * - * - * -- * 1790% 33
South Carolina 10% 16 06% 16 07% 21 15% 25 74% 20 116% 20
South Dakota 05% 8 05% 15 23% 5 -34% 8 13% 16 113% 19
Tennessee - % 33% 25 51% 2 -110% 2 161% 27 16.7% 26
Vermont 12% 19 06% 16 -05% 8 52% 5 204% 29 212% 28
Virginia 24% 23 31% 24 6.1% 27 2% 27 145% 25 157% 24

Source of Data: National Council on Compensation Insurance, evaluation as of March 31, 1999. A negative
number implies a negative burden or an operating gain. See text regarding the other eighteen states.
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Residua Market Burden

Sdected Years 1984 to 1989 and Averages

Ratio of Operating Lossto Voluntary Premiums (R/V) Rank of State (Lowest R/V to Highest)

State
S 33 States& DC

Alabama
Alaska
Arizona
Arkansas
Connecticut
Ddaware

Dist Of Columbia
Florida
Georgia

Hawaii

Idaho

lllinois

Indiana

lowa

Kansas
Kentucky
Louisiana
Maine

M assachusetts
Michigan

Mi ssissippi
Missouri
Nebraska

New Hampshire
New Jersey
New Mexico
North Carolina
Oregon

Rhode Island
South Carolina
South Dakota
Tennessee
Vermont
Virginia

Source of Data: National Council on Compensation Insurance, evaluation as of March 31, 1999.

Y ear

1989 1988 1987 1985 1984 Average
RV Rank RNV Rank  R/V Rank RV Rank  R/V Rank RV Rank
16.8% @ 16.3% 17.3% 10.9% 59% 3.3%
204% 28 317% 29 2000 27 190% 30 99% 30 159% 29
-2.6% 21% 1 -1.7% 1 30% 5 13% 10 06% 3
09% 4 15% 4 1% 3 05% 3 0200 2 09% 4
3B7% 29 178% 24 1I7.7% 24 81 20 28% 13 47% 14
73% 11 60% 11 56% 11 4% 8 100 7 34% 9
0.9% 06% 3 47% 9 81% 19 100 7 49% 15
36% 6 18% 6 2.3% 6 59% 15 70% 26 22% 6
40.1% 30 50.6% 31 465% 31 237% 31 131% 31 201% 30
112% 14 118% 16 152% 19 98%n 21 35% 17 120 22
47% 9 24% 7 18% 4 -01% 1 0200 2 38% 11
03% 3 -03% 2 0.2% 2 00%n 2 006 1 -01% 1
42% 7 46% 9 51% 10 55% 13 520 22 23% 7
9.0% 12 133% 18 141% 17 78% 18 30% 14 36% 10
48% 10 68% 12 105% 14 56% 14 30% 14 24% 8
20% 26 109% 15 156% 21 77% 17 35% 17 6.6%
236% 27 185% 25 156% 21 130% 25 96% 29 27% 31
N.7% 32 820% 32 81% 32 424% 33 175% 32 38.6%

- * - * 7200% 34 834% A 601% 34 1047% A
504% 31 33.7% 30 3A6% 30 136% 27 58% 25 41% 13
43% 8 33% 8 2.6% 7 5000 11 13% 10 19%
160% 21 16200 22 185% 26 105% 22 41% 20 77% 23
174% 23 146% 19 163% 23 131% 26 5% 24 70% 21
178% 24 170% 23 126% 15 118% 23 11% 9 6.2%0 18
148% 18 209% 28 154% 20 53% 12 38% 19 9.0% 25
91% 13 47% 10 41% 31% 6 06% 4 54% 17
192% 25 20% 27 328% 29 74% 16 09% 5 4000 12
148% 18 132% 17 93% 13 44% 10 21% 12 54% 16
02% 2 16% 5 2.2% 5 15% 4 09% 5 03% 2

1592% 33 84.1% 33 81l3% 33 280% 32 200% 33 60.5% 33
143% 17 99% 13 138% 16 43% 9 42% 21 6.6% 19
15.8% 200% 26 204% 28 155% 28 94% 28 96% 26
16200 22 159% 21 7% 24 120% 24 54% 23 100% 27
123% 15 157% 20 142% 18 157% 29 76% 27 105% 28
125% 16 106% 14 80%n 12 33% 7 30% 14 87% 24

implies a negative burden or an operating gain. Seetext regarding the other eighteen states.

A negative number
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A review of Exhibit 12 indicates, Michigan does quite well with respect to other comparable sates. Over
the last eleven years Michigan has averaged seventh in rank in maintaining alow residua market burden.
Dataover thelast deven years show the burden having smal variationsaround the eleven-year average of
1.8 percent, which meanstheresidua market subsidy isstable, and under control. Unfortunately, the same
cannot be said for severd other states. Some states which have not maintained a healthy competitive
market are experiencing availability problems which are reflected in this exhibit. The residud market
burden percentage is not ameasure of actua cash assessments of insurers for pool business. Theactud
cost of thefacility has averaged lessthan $2.4 million between 1992 and 1998 after having averaged over
$30 million from 1985 to 1991.

Some obsarvers might find the fact that insurance availability moves inversdly with rates difficult to
understand. It would seem that as rates increase insurers would find it desirable to write more policies
rather than fewer. Thefact isthat insurerstry to regulate the volume of their business according to their
level of surplus, that is, they atempt to maintain a premium to surplus ratio within a certain acceptable
range. Diminished surplusdueto aperiod of reatively low pricing will causeinsurerstoincressether rates
inorder to restore profitability aswell asrestrict their volume of businessin order to maintain an acceptable
premium to surplusratio. The recent data now show that as rates have falen, availability has improved.

In order to get a better understanding of which employers have the highest participation in the facility,
Exhibit 13 was constructed showing the 35 classes currently with the highest percentage of payroll insured
in the facility. Mogt of the dlassficaions shown are of relatively high risk, such as occupations with
federdly mandated coverages with high benefits and liberd interpretation of the federal laws. These
classficationsaso tend to be unique asindicated by the low numbers of insureds. These arethe employers
that tend to have the greatest difficulty in finding voluntary coverage, that have been in thefacility for many
years, and arefor whom thefacility was originally crested. Thisisevident from the number of classesthat
have consgtently (severa since 1986) been on these lists of high percent of payroll or 100 percent of the
classin the facllity.



Exhibit 13

Thirty Classes with the Highest Percentage of Payrall in the Placement Facility But With Some Voluntary

Class

Code Class Description
908 Domestics Inside - Occasional
909 Domestics Outside - Occasional
912 Domestics Outside
913 Domestics Inside
2110 Pickle Manufacturing
2587 Towel or Toilet Supply
2702 Loqaina
3082 Foundry: Steel Castinas
3085 Foundry: Non-ferrous
3188 Plumbers Supplies Mfa
3220 Can Manufacturing
4779 Explosives Cap Primer
5610 Cleaner - Debris Removal
6824 Boat Building US Act
6826 Marina US Act
7024 V essels NOC State Act
7220 Taxicab Drivers
7317 Stevedoring By Hand
7337 Dredaina Pram 1 USL&H Act
7360 Freight Handling U.S. Act
7398 Diving Marine Pram Il U.S. Act
7422 Air Carrier - Flvina Crew NOC
7423 Air Carrier - Ground Employees
7904 Firefiahters-Waiver of Coordin
8279 Breeding Farm or Stable
8709 Stevedores Clerks U.S. Act
8719 Stevedores Clerks State Act
9063 Health or Exercise Institute
9156 Theaters NOC - Playerset al
9521 House Furnishings Installation

Market During 1999 (with data sSince 1987 if available)

1999

7%
66%
67%
51%
1%
6%
P
(2]
8%
6%
28%
31%
6%
48%
3%
8%
11%
61%
52%
5%
95%
11%
8%
%
20%
30%
28%
10%
P
™0

1998

65%
36%
54%
66%
0%
4%
14%
2%
6%
0%
0%
10%
8%
99%+
48%
0%
18%
55%
2%
1%
22%
P
™%
8%
23%
28%
0%
™0
™
5%

1997

49%
36%
23%
43%
0%
3%
26%
3%
%
0%
2%
12%
13%
85%
60%
100%
3%
7%
20%
1%
13%
11%
8%
%
26%
25%
13%
%
8%
ez

Percent of Payroll In Facility By Year

1996 1995 1994 1993 1992
48% 4% 46%  48%  48%
B 3% 3N 3% 3B

8 3% 40% 3% 40%
BN HAn 33N 2 NA

NA NA NA NA NA
NA NA NA NA NA

53% 5% 58% 4% 30%
10% 6% 30% 3% 3N
Y% 14% 11% 16% 16%

NA NA NA NA NA
NA NA NA NA NA
3 3 4 4 4

I 18% 15% 1% 21%
X% 65% 6% 84% 6%
5% 98% 8% 73% 81%
NA NA NA NA NA
3% 42% 55% 62% 60%
A% TP 99%+ 9% 9%
13% 10 8 6 3
3% % %  26% 21%
9% 6 3 7 5%
0% 200 30% 32% 2%
3% 12% 1% 21% 15%
6% NA NA NA NA
28% 31% 3™ 41% 45%
5 6 6 6 9%

3 6 4 6 8%

8% % 1% 1% 11%
13% 10% NA NA  24%
NA NA NA NA NA

1991

47%
A%
3%

NA
15%
NA

1990

NA
32%

When integers appear in the table above it refers to the number of policies when 100 percent of payroll isin thefacility.

1989

41%
31%

NA
40%

1988

41%
NA

144



Exhihit 13 - Continued

Average Assigned Risk Percentage for the Thirty Classes with the Highest Percentage of Payrall in the Placement Facility
But With Some Voluntary Market During 1999

Average assigned risk percentage for the top 30 classes correspond to percent published in the reports for the specified years:

1999 1998 1997 1996 1995 1994 1993 1992 1991 1990 1989 1988 1987 1986

CAOM Avefrom Top 30

Final Reports: 76% 10% 14% 21% 25% 3% 39% 46% 56% 63% 63% 62% 65%
CAOM Avefrom Top 30
Initial Report: 8% 93% 12% 14% 24% 27% 34% 36% 43% 66% T0% T74% 81% 81%

History of Classeswith 100 Percent of Payroll in the Placement Facility 1986 - 1999 In Order of Class Code*

Class Number of Policies or Percent Assigned Risk by Y ear
Code Class Description 1999 1998 1997 1996 1995 1994 1993 1992 1991 1990 1989 1988 1987 1986
1164 Quarry Cement Rk Surfc Mine 1 1 NA 30% 13% 1% 3 2 1 NA NA NA NA 1
7046 Vessels (No Propulsion) Prgm | 1 1 1 1 1 NA NA NA NA NA NA NA NA NA
7394 Diving Marine Prog | 2 2 5 72% 4 NA 7 2 3 3 3 NA 3 9%
7395 Wrecking Marine - State Act 5 5 6 4 4 5% 63% 61% 4% NA 5% 3% 75% NA
8726 Steamship Line or Agency 1 D% 3 3 4 3 4 4 81% 5 8% 8% 70% NA
Description 1999 1998 1997 1996 1995 1994 1993 1992 1991 1990 1989 1988 1987 1986
Totalsfor 1999:
Number of Policies: 10
Number of Classes: 5
Totals from prior reports:
Number of Policies: 14 29 44 62 51 63 48 65 207 162 141 72 79
Number of Classes: 7 12 18 19 20 20 20 22 22 25 17 21 19

* The percentages refer to previously published values of high assigned risk percentage classifications.
Source: Compensation Advisory Organization of Michigan

A%
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There has been a concern that smadl employers are subject to greater availability problems than large
employers. Exhibit 14 shows the rdative participation in the facility by premium size for the years 1982
through 1999. Relative participation ismeasured by dividing the percentage of policies (or premium) inthe
facility for aparticular premium size category by the percentage of policies(or premium) for that category
in the voluntary market. For example, if 40 percent of al voluntary risk policieswerein the $500 or less
premium range, and if 50 percent of dl assgned risk policies werein the same range, aratio of 1.25 (50
percent divided by 40 percent) would be generated. A ratio of 1.0 meansthe group isequaly represented
in both the voluntary risk and assigned risk markets. Thus, a smaler ratio would be preferred by

policyholdersin a given premium range.

Exhibit 14 revedsthat the smallest risks have tended to account for alarger share of the facility business
than their share of the voluntary market. However, over the period from 1982 to 1995 or 1996, thelarger
premium Sze classes have shown a Sgnificant increase in thar rdaive participation in the facility. The
recent datafor the smalest and next to smallest range after 1995 indicate arelatively high participation rate
inthefacility. Theratiosof 5.0, 9.4 and 8.3 for thisratio in the next to smalest classin 1997, 1998 and
1999 respectively are particularly bothersome. Thisissomewhat mitigated by theratio of 1.5, 2.6 and 2.7
based on percent of policiesfor this same premium range for those years.

It is unclear at this point why the ratios based on premiums are so high. One might speculate that small

condtruction or manufacturing operation classficationsthat typicaly have high rates have adisproportionate
paticipationin thefacility inthisrange. These smaler groupswill tend to have better rateswith thefacility
because of higher minimum premiums charged by the voluntary market. Theimpact of minimum premiums
is to encourage many smdler employers to purchase an assigned risk policy or to push those in the
voluntary market into ahigher range at least until apayroll audit bringsafind determination of premium thet
isreported in the unit Satistica reports. The evidence from Exhibit 14 showsthat genera reduction in the
facility participation rates over thelast few years has not hel ped these smadler employersas much asit has
helped the larger ones.

Ovedl, theresdua market dataindicate thet, with the move to open competition there were afew years
of improvement. With the turn in the underwriting cycle the availability of coverage in the workers
compensation insurance market worsened in the period from 1985 through 1987. In 1988 insurers
surplus began to improve and they sought to raise their volume and thisiis reflected in the 1988 through
1990 numbers. The dightly harder market of 1991 and 1992 is reflected in somewhat higher facility
participation for those years and in 1993. Data during and subsequent to 1993 indicate that availability
began to improve. The soft market, which began about 1994, isreflected by sgnificant improvementsin
every measure of assgned risk market share over each of thelast Six years. However, smaler employers
gppear to have not experienced as much of the benefits of competition as large employers.



Placement Facility Participation Retios®

Exhibit 14

Premium Range Groups to |ndustry-wide

1982 - 1999
Premium Ranges Ratio of 1999 1998 1997 1996 1995 1994 1993 1992 1991 1990 1989 1988 1987 1986 1985 1984 1983 1982
0- 500 Premiums 289 350 353 433 297 213 168 160 152 158 168 165 139 122 132 25 302 353
Policies 087 112 166 18 187 172 161 155 139 141 138 136 125 118 121 132 138 141
501- 1,000 Premiums 833 939 503 311 222 171 136 105 138 115 122 118 107 099 105 204 223 260
Policies 268 25 147 104 104 099 099 08 115 08 09 08 09 08 087 08 08 091
1,001- 5,000 Premiums 123 153 187 168 126 114 095 08 084 089 097 097 09 092 092 151 163 170
Policies 044 045 05 058 061 068 070 070 066 069 074 075 082 08 079 069 066 062
5,001 - 10,000 Premiums 091 102 135 120 093 093 078 075 074 081 08 09 093 08 08 131 134 131
Policies 029 027 037 038 043 052 054 059 05 062 064 067 077 078 072 057 051 045
10,001 - 50,000 Premiums 073 081 107 111 097 09 094 09 103 110 106 106 107 122 118 135 124 131
Policies 024 023 029 036 043 054 063 071 074 079 072 075 083 101 091 056 046 045
50,001 - 100,000 Premiums 035 065 068 09 117 120 109 119 143 138 135 132 136 153 160 132 153 084
Policies 011 018 018 031 053 067 075 092 108 103 09 098 112 138 129 057 060 032
100,000 - 499,999 Premiums 047 035 064 08 08 108 123 137 137 124 110 114 098 118 113 025 027 036
Policies 017 009 019 026 041 062 08 110 112 106 080 080 08 110 098 022 017 028
Over 500,000 Premiums 031 019 011 028 081 061 074 062 05 058 065 058 074 040 030 025 027 036
Policies 020 009 007 019 010 043 057 072 057 045 065 047 064 040 035 022 017 028

* - Percentage of total placement facility premiums or policies divided by percentage of total voluntary premiums or policies
the percentage of that premium range group in the assigned risk facility equals the percentage in that premium range group in the voluntary market.
1982 - 1997 premium ratios based on standard premium obtained from unit statistical reportsfiled by insurers.
1998- 1999 premium ratios based on total estimated annual premium obtained from policy declarationsfiled by insurers.
Source: Compensation Advisory Organization of Michigan

. Note: A value of 1.00 means
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V. CONCLUSION

With respect to the market tests for competition specified in MCLA 500.2409(3), the following findings
have been made. The structure of this market is conducive to competition. Many insurance optionsexist
and no oneinsurer or group of insurers dominatesthe market. The high disparity in manud ratesindicates
the lack of price fixing. While the rates filed by the leading insurers were virtualy unchanged between
1987 and 1989, increased from 1990 to 1991 or 1992 and have fallen subsequently, thereisno indication
that, on the whole, employers are paying excessive premiums for workers compensation insurance.

Availability has become less of aconcern dueto the downward trend in the percentage of insuredsin the
facility, which beganin 1994. On the other hand, some smaller businesses may not be seeing as grest an
improvement in avalability asothers. The postive effect of improved profitability and expanded insurers
capacity to write policies may explain the reduced market share of the facility.

L oss costs appear to have been contained over the last several years and amarket softening that beganin
1993 has continued through the end of 1999. The data are showing that expanding avallability has
followed moderating premium rates as had been anticipated in previous reports.

Profitability, as indicated by the latest available loss ratios and the profit on insurance transaction retio
information from the NAIC, has improved dramaticaly. Improved profitability, as reflected by the loss
ratios from 1993 to 1998 and profit on insurance transaction ratios from 1993 to 1997, has resulted in
improved insurer surplus. Thishasalowed insurersto decrease rates and to expand availability, resulting
in fewer employers remaining in the assgned risk pooal.

Theworkers compensation insurance market should be characterized as soft. The positivesgnsof asoft
market include the fact that premium rates actudly paid have continued to diminish since 1994. Requested
manual rate changes, as wdl as average filed rates from 1995 through to-date in 1999, have been for
decreases and the pure premium indications for 1995 through the year 2000 are negative. On the other
hand, loss ratios began to increase in 1998 and actual manud filings have been mixed with increases and
decreasesin 2000. Thesetwo findings could indicate at |east the end of softer markets, however, they do
not necessarily point to a hardening market.

In summary, the evidence available on market structure, conduct and performanceindicatesthat thereisa
reasonable degree of competition in the workers compensation insurance market.
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APPENDI X
Section 2409 of Public Act 8 of 1982

Sec. 2409. (1) The Commissioner shall hold apublic hearing and shall issue atentative report detailing
the state of competition in the workers compensation insurance market on a statewide basis and
delineating specific classfications, kindsor typesof insurance, if any, where competition doesnot exist not
later than January 15, 1984 and each year thereafter. The report shdl be based on relevant economic
tegts, including but not limited to those in subsection (3). Thefindingsin the report shall not be based on
any sngle measure of competition, but appropriate weight shal be given to al measures of competition.
The report shdl include a certification of whether or not competition exists. Any person who disagrees
with thereport and findings of the commissioner may request acontested hearing pursuant to Act No. 306
of the Public Acts of 1969, as amended, being sections 24.201 to 24.315 of the Michigan Compiled
Laws, not later than 60 days after issuance of the tentative report.

2 Not later than August 1, 1984 and each year theredfter, the commissioner shal issue afind
report which shdl include a find certification of whether or not competition exigs in the workers
compensation insurance market. The find report and certification shdl be supported by substantia
evidence.

(3 All of thefollowing shal be considered by the commissioner for purposes of subsection (1) and
(2):

@ The extent to which any insurer controls the workers compensation insurance market, or any
portion thereof. With respect to competition on a statewide basis, an insurer shal not be considered to
control the workers compensation insurance market unlessit has more than a 15 percent market share.
This subdivison shal not gpply to the State Accident Fund.

(b) Whether the total number of companies writing workers compensation insurance in sate is
aufficient to provide multiple options to employers.

(© The digparity among workers compensation insurance rates and dassificationsto the extent that
such classfication result in rate differentids.

(d) Theavailahility of workers compensation insuranceto employersindl geographic aressand dll
types of business.

(e The resdua market share.
® The overdl rate leved which is not excessive, inadequate or unfairly discriminatory.

9 Any other factors the commissioner considers relevant.
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(4 The reports and certifications required under subsections (1 and (2 shdl be forwarded to the
governor, the clerk of the house, the secretary of the senate, dl the members of the house of
representatives committees on insurance and labor, and al the members of the senate committees on
commerce and labor and retirement.

(5) Not later than 90 days after receipt of the find report and fina certification, the legidature, by
concurrent resolution, shal approve or disgpprove the certification by a mgority roll-cal vote in each
house. If the certification is approved, the commissioner shal proceed under section 2409a.

With the passage of Public Acts 195 through 201 of 1993, to be effective with the sale of the State
Accident Fund, Section 2409(3)(a) is amended to read:

) Theextent towhich any insurer controlsal or aportion of the worker'scompensation insurance
market. With respect to competition on astatewide basis, aninsurer shal not be considered to control the
worker's compensation insurance market unless it has more than a 15% market share. In making a
determination under this subdivision, the commissoner shdl use dl insurers in this sate, including sdf-
insurers, group sef-insurersas defined in chapter 65, and insurerswriting risks under the placement facility
created in chapter 23 as a base for caculating market share.
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CERTIFICATION OF THE STATE OF

COMPETITIONIN THE

WORKERS COMPENSATION INSURANCE MARKET

| hereby certify that, based on the results of the economic tests specified in MCLA 500.2409, a

reasonable degree of competition exigts at this time with respect to the Michigan workers compensation

ek Tl

Frank M. Fitzgerald
Commissioner of Insurance

insurance market.

Dae January 13, 2000




